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This Symposium on Karnataka: Fiscal Correction 
for Human Development? | 
is part of the celebration of 
ten years of work by CBPS. 
We thank all our staff and friends 
for their help and support in the past, 
and look forward to a more fruitful future. 
We hope a wide discussion of the issues raised 
will contribute to not just better use of funds, 
but better outcomes for all citizens 


in our vibrant democracy. 
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PREFACE 
S Rajagopalan! 


The Centre for Budget and Policy Studies was set up in February 1998 in 
Bangalore by a group of professionals as an independent, non-partisan, non 
profit institution under the Societies Registration Act. The objective of CBPS 
has been to contribute to ongoing debates on issues of policy through research. 
The chosen focus was the local economy. The 73™ and 74'* amendments had 
just been passed, and the group of researchers who began work in CBPS had 
been examining panchayat finances in Karnataka when they were a part of the — 
Development Research Foundation of Technology Informatics Design 
Endeavour. Thanks to support from the Ford Foundation, CBPS continued 
this work in different ways over the next decade. 


CBPS became part of the network of the International Budget Project based in 
Washington DC, and has contributed to, and learnt from, its interactions with 
IBP. In recent years, CBPS has been an active participant as an Independent 
Monitoring Organisation in the Transparency and Accountability Program 
network based in the Brookings Institution in Washington DC. Bring part of an 
international network of peers has been important in the development of thinking 
in CBPS. 


Looking back over these ten years, the work of CBPS can be categorised into 
two dimensions of local development. One has been the study of the budgeting 
and accounts systems of local self governments, rural [panchayats] and urban 
[municipalities] with a focus on the social sectors of education and health. Our 
work in understanding the Reproductive and Health Services at the local level 
has led to many insights and policy questions that have been shared widely. 
We have developed an understanding of how the system works, not in Karnataka 
alone, but in many states. We have been active participants in workshops and 
seminars on these issues in India and abroad. This expertise has been 
recognised, for example, in the invitation to Dr. Vyasulu to join committees set 
up by the Commission on Centre State Relations. We have learned to share 
insights gained through research in different ways, including through films 
that we have made and shared freely with others. 


President, CBPS, and Professor at the International Institute of Information Technology, 
Bangalore. 


As part of an intercountry study that CBPS had taken up, as part of a group of 
Independent Monitoring Organisations anchored in the Transparency and 
Accountability Programme at the Brookings Institution, we examined the 
budgets of two districts in Karnataka, and found some unexpected trends. To 
see if this was true at the state level, we examined the budget of Karnataka 
from 2000 onwards. This was a period when the state had taken up an economic 
restructuring programme that was meant to reduce fiscal deficits and increase 
expenditure on High Priority Development areas. Using the newly passed Right 
to Information Act, we acquired this data. This paper presents the results of 


our analysis. 


The second line of work has been more technical. This has to do with the 
estimation of income at the district level. In collaboration with the UNDP, which 
has been encouraging the preparation of state level Human Development 
Reports, we got into the question of estimating the Human Development Index. 
An important component of the HDI is income. Bur how was this to be computed 
at the district level, where the boundaries are administrative and not economic? 
A programme of work followed, and, in collaboration with the major statistical 
agencies—the Departments of Economics and Statistics in the states and the 
Central Statistical Organisation in Delhi, not only was a methodology that was 
in line with Indian statistical practice developed’, but a software called Indical 
was developed for us by a local firm—Spatial Data Pvt Ltd. This has been used 
in training programmes with government officials in several states. And we 
now plan to makes such estimates as inputs into local panning. 


It so happens that elections for the state Assembly are under way and a new 
government will take over by the end of May. We felt it would be useful if a 
collection of comments from experts could be included in the publication, so 
that the reader is treated to a Symposium on this issue. It seems a good way to 
celebrate 10 years of work in this field. It sets standards we must exceed in the 
coming years. 


I end with an expression of thanks to the many who have helped us in the last 
ten years. The Ford Foundation has been supportive throughout. The John D 
and Catherine T MacArthur Foundation, the UNDP, the Planning Commission, 
and many other agencies have entrusted work to us. Google.org has challenged 
us to take our work to scale at the district level and make it count in decision 
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Rohini Nayyar, Meenakshi Rajeev and Vinod V istri 
, yasulu, Estimating District 
Macmillan, Delhi 3608 istrict Income in India, 


making in local democracy. Members of our Board, especially our first President, 
Dr D.K. Subramanian, have helped us in many ways. And our staff has 
responded magnificently. Professor Nilkantha Rath has been very kind in 


agreeing to write a Foreword to this Symposium at rather short notice. To all: 
Thank You. 


FOREWORD 


Nilkantha Rath® 


This is a useful broad review of the trends in the Karnataka’s revenue and 
expenditure during the period 2000 to 2008. These trends are unlikely to be 
very different from most other large states, though Karnataka has possibly 
been a little more fortunate than many others in some ways. In 2000 the state 
was significantly dependent on loans to meet its total revenue and capital 
expenditure; this came down significantly by 2004-05. This was the result of a 


planned effort towards this goal during this period. 


The major contributor in this endeavour was the tax revenue of the state. But, 
while the major sources of tax revenue showed significant increase, some minor 
sources, like land revenue and some other taxes and duties recorded very 
sharp increases in 2004-05 or 2005-06, the years of targeting of the reform by 
the state, but a steady decline there after. Was it a fluke or the result of a 
special effort to contribute to reaching the target? What led to the later decline 
in these sources of revenue? This paper rightly notes the phenomenon and 
proposes further probe in subsequent studies. 


The major source of the state’s tax revenue is commercial tax, followed at a 
considerable distance by stamp duty and registration fee and state excise duty. 
As this study points out, the first two are sure to grow, in keeping with the 
growth in the state domestic product. The excise duty is likely to have a 
fluctuating share, in view of the periodic resistance to liquor in the rural areas. 
Other own sources of tax appear inelastic. The state has to depend on its non- 
tax sources in order to recover the costs of the various services provided to 
different beneficiaries. It appears that there is scope for this: the non-tax revenue 


registered a little less than four-fold rise over just two years from 2002-03 to 
2004-05. 


By 2004-05 it came to be equal to almost 27 per cent of the state’s own tax 
revenue, while in 2000-01 it was less than 15 per cent. By 2007-08 budget 
estimate, however, it had not only declined to less than half that level in absolute 
terms (in real terms, the decline would be much worse), but had also become 
equal to hardly 7 per cent of the state’s own tax revenue. The state government 
has repeatedly stated the need to increase this source of revenue. 


: President and Honorary Fellow , Indian School of Political Economy, Pune. 


The general and the economic services are the major sources of non-tax revenue. 
In a detailed discussion of these, proposed by the study, two aspects need 
attention - the base of these user charges and the changes in them from year 
to year. Take, for example, the irrigation rates. The fixation of these rates will 
depend on the use to which water is put and the ability of the farm enterprise 
to bear the charge. This is a wide question which has rarely received the attention 
it deserves. The second aspect is the variation in the user charge fro year to 
year. It is the universal practice in Indian states to vary the charges at long, 
irregular and arbitrary intervals. While the cost of providing water changes 
from year to year, due to changing costs of material and labour involved in 
maintaining and providing these services, the rates do not change in keeping 
with these changing costs. In fact, exactly as the state pays a dearness allowance 
to its employees regularly to nullify the adverse effect of the changing prices of 
consumer goods, similarly the state should prepare a cost index of maintenance 
and administration of the service and change the service charge to meet the 
changing cost due to inflation. This should be as routine a revision as the 
payment of dearness allowance. This logic applies to all services provided by 
the state. 


This study gives an enlightening overview of the expenditures by the state 
government. Of the three types of services into which the total state expenditure 
is divided, the share of the General Services, after rising from 30 per cent to 
one-third in the middle of this decade has steadily declined to about 28 per 
cent. As against this, the share of the economic services - consisting of transport, 
communications (including roads), industry and agriculture, irrigation, 
electricity, etc., has steadily risen from 35 per cent to about 39-40 per cent by 
9007-08. It is the share of social services - consisting of education, health, 
water supply, sanitation, welfare of SCs and STs, etc., which declined from 
about 35 per cent to 27 per cent in the year in which the state budget reached 
its projected goal of no revenue deficit (through this device?), rising haltingly to 
its former share in the 2007-08 budget. The real expenditure shows a serious 
decline in the years since 2000-01 till 2006-07. T his, against the stated objective 
of not cutting down but expanding the expenditure on primary and secondary 
education and health, appears disturbing. 


A more disturbing feature in this respect, pointed out in the cited studies by 
this institution, is the very iniquitous distribution of the budgetary allocation 
on education and health among the districts: the districts that are relatively 
better placed in regard to primary and secondary education or provision of 


health services, are the districts that have received the larger share of the 
state’s expenditure on these services. One gets the impression that in the 
allocation of the budgeted sum amongst districts, the districts that have more 
powerful MLAs and/or bureaucrats to pull larger sums to it, are the ones that 
benefit. In this sense, coal is carried to New Castle. 


Since the state’s object is to provide at least primary health facilities to all rural 
and urban areas and open primary schools in every village and town localities 
and secondary schools within easy walking distance of students in rural and 
urban areas, It would be necessary and useful to attempt a budgetary exercise 
to estimate this expenditure, capital and current, to achieve this goal in say, 
five or ten years. This would require estimating first the maintenance of the 
present level of expenditure in the areas provided with these facilities at the 
same level in the face of growth of the population in these areas over the next 
five/ten years, Then, an estimate should be made of the total capital and current 
expenditure, at present prices, that have to be incurred to provide the full 
intended service in the coming five or ten years. For example, if primary 
education (the first four standards) is to be provided to all children, rural and 
urban, then on the basis of a class strength of 30 or 35 students, what should 
be the capital and current expenditure requirements to provide the facility in 
villages without it at the moment and in towns with inadequate number of 
schools for the purpose at present. If fulfilling this task is to be spread over five 
or ten years, then the growth in the population of children of school going age 
has to be taken into account. The capital expenditure would include not only 
school building but also blackboards, toilets, water supply facilities and desks. 
The current expenditure shall include not only salary of the requisite number 
of teachers and non-teachers, but also teaching materials, books for the library, 
free text books for students, free uniforms for the students and free mid-day 
meals, if these are in the state’s policy package. Similar exercises for secondary 
schools and for primary health centres may also be carried out. These estimates 
will give an idea of what it will mean in budgetary terms to carry out these 
assurances which are continuously extended by governments, without any 
financial estimates and time frame for fulfilling them. It will indicate the need 
for additional resources and the cutting down of other expenditures if these 


objects are to be fulfilled within a reasonable time even after this long interval 
since Independence. 


The second part of this exercise would be equally rewarding. The only way to 
avoid the inequitable distribution of the budgetary allocation would be to follow 


a basic formula instead of the present arbitrary distribution method. For this 
purpose, it would be useful to estimate what percentage of the villages in the 
state, for example, have at present primary schools. In allocation of the fund 
for starting new primary schools, only such Blocks should be chosen in the 
first instances that have less percentage of villages with this facility. The 
budgetary sums should be so allocated to these blocks as a result of which the 
provision of primary school in the villages in the Block is brought to the level of 
the state average. Then the state average should be calculated afresh and then 
the new budgetary sum should be distributed in the same manner, until over 
time all villages are provided with primary schools. This will avoid carrying 
coal to New Castle and will not create heart burning. This formula should be 
applied in matter of secondary schools, primary health centres, village roads, 
village water supply, etc. 


If this approach is adopted, then the state government can justifiably tell the 
central government that the central grants-in-aid or centrally sponsored 
schemes in these matters should fit into the state’s pattern of allocation of 
funds. 


The First Finance Commission of India had started a method of allocation of 
Central Funds to states for education and such other matters in broadly this 
manner. But the pattern did not even evolve, since the Planning Commission 
took over this responsibility, but implemented it without any such logical 
approach. It is very high time the state governments follow such an approach. 
If the present study is followed by such an exercise, I believe it will be eye 
opener for not only Karnataka but for all other states and the Planning 


Commission. 


PART 1 


KARNATAKA: FISCAL CORRECTION FOR 
HUMAN DEVELOPMENT? 


A Study 
Of State Budgets, 2000-2008 


Kriti Toshniwal 


Vinod Vyasulu 


Sar jo tera chakraaye, ya dil dooba jaaye 
aaja pyaare paas hamaare, kaahe ghabaraaye, kaahe ghabaraaye 


Tel mera hai muski, ganj rahe na khuski 
jis ke sar par haath phiraa duu, chamke kismat uski 


Sun sun sun, are beta sun, is champi mein bade bade gun 
laakh dukhon ki ek davaa hai, kyun na aazmaaye 
kahe ghabaraaye, kahe ghabaraaye 
sar jo tera ... 


Pyaar ka hove jhagda, ya business ka ho ragda 
sab lafadon ka bojh hate jab pade haath ik tagda 


Sun sun sun, are baabu sun, is champi mein bade bade gun 
laakh dukhon ki ek davaa hai, kyun na aazmaaye 
kahe ghabaraaye, kahe ghabaraaye 
sar jo tera ... 


Naukar ho ya maalik, Leader ho ya public 
apne aage sabhi jhuke hain, kya raaja kya sainik 
sun sun sun, are beta sun, is champi mein bade bade gun 
laakh dukhon ki ek davaa hai, kyun na aazmaaye 
kahe ghabaraaye, kahe ghabaraaye 


Well known Hindi song from the film Pyaasa 


I. INTRODUCTION 


The question of human development is important in Karnataka because of the 
finding in the first state Human Development Report (HDR) that in most of 
Karnataka, the levels of human development as measured by literacy, health 
and income are very abysmally low’. If Bangalore was taken out of the 
discussion, the HDI values were among the lowest in the country in many 
districts. Improving human development therefore became a major 
acknowledged objective of all state governments since 2000. But this was also 
a time of fiscal stringency, and the state had to meet these goals while correcting: 
fiscal imbalances. There had been considerable thinking in official circles about 
the options available. The state took up this challenge by opting for a Structural 
Adjustment Programme. 


Karnataka was the first State to pass the Fiscal Responsibility and Budgetary 
Management (FRBM) Act in 2002. The state achieved the stipulated targets of 
eliminating the revenue deficit, and lowering the fiscal deficit to below 3% of 
the GSDP even before the proposed deadline of 2006. Karnataka can therefore 
be cited as a role model for all the other states which have embarked on a 
similar path of fiscal consolidation endorsed by the Centre and the Finance 
Commissions. Apart from the various incentives it received from the Union 
Government based on this success®, the State has also been performing 
extremely well on the revenue front with tax collections exceeding expectations, 
and an increase in transfers from the Centre. Thus Karnataka’s fiscal position 
over the last few years has been quite rosy. The question that arises then is 
whether this improved fiscal situation is being translated to improvements in 
social and physical infrastructure and the consequent reduction of poverty, as 


envisioned by the State. 


In recent times, the FRBM Acts have been a subject of debate. While the 
proponents® believe that following such a fiscal correction path releases 
resources for the revenue plan through falling interest payments, and increases 
capital expenditure by allowing the permissible fiscal deficit to be fully used for 


4 Planning Department, Government of Karnataka, Bangalore, Human Development in 
Karnataka, 2000. 

5 An incentive amount of Rs.286. 15 crores, a debt re-scheduling benefit of Rs.304 crores and 
a debt-waiver of Rs.358.33 crores. 

6 “FRBM Act and Eleventh Plan Approach Paper“, D.K. Srivastava, Economic and Political 
Weekly, November 4, 2006 


that purpose, those opposing this legislation’ argue that it leads to a constraint 
on expenditure and accumulation of cash surpluses with the states even as 
many important sectors call for substantial outlays. This paper uses the budget 
data of Karnataka post 2000 to study what the FRBM Act and rapid economic 
growth have spelled for the State's social priorities. Are the observed revenue 
surpluses being indeed utilized for greater capital outlays? Is the State really 
giving enough importance to its vital sectors of health and education? What 
have been the trends in the State’s revenues and expenditures following the 
FRBM legislation? 


Though this analysis tries to touch on these questions, it should be noted at 
the outset that there is a limit to budget analysis.® It can explain how funds are 
raised and used, but cannot say if the expenditures are efficient and have led 
to the desired outcomes. The limitation holds for this study as well, and studying 
outcomes of expenditures needs to be attempted separately. Also, it presents 
more of a general picture of State finances; concentrating less on one particular 
area, but throws open the field for a number of issues that come up as a result, 
and can stem into a series of subsequent analyses based on the specific interests 
of the researcher. The results of such work may have implications for future 
budgets. 


In the following sections, we first provide in Section II a brief background of 
Karnataka’s fiscal situation over the last decade, and subsequent policy changes 
and reforms undertaken by it. This is followed in Section III by an overview of 
the revenue position and in Section IV of expenditure position of the State with 
emphasis laid on priority sectors such as education, health, irrigation, and 
power. The concluding Section V sums up the observations and presents a 


picture of how the State’s revenue is being utilized and raises a few questions 
for further investigation. 


Il, BACKGROUND 


The fiscal reforms adopted in Karnataka following the White Paper on State 
Finances released in 2000, were an off-shoot of the fiscal crisis of the late 


’ “Why do the States not spend? An exploration of the phenomenon of cash surpluses and 


the FRBM legislation,” T.M. Thomas Isaac and R. Ramakumar, Economic and Political 
Weekly, December 2, 2006 and “What is wrong with ‘Sound Finance ” Prabhat Patnaik. 


Economic and Political Weekly, November 4, 2006 


Further details on budget analysis can be ubtaincd in the CBPS m 


anual, The Budget of 
Apna Pradesh (2007) which was brought out with the objective of familiarizing the layman 
with the budget. 
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1990s witnessed by all states in India.® The slow secular fiscal deterioration 


over the 1980s and early 1990s, catalysed into a state-level fiscal crisis by the 
Fifth Central Pay Commission pay awards in the late 1990s which resulted in 
areal wage increase of about 30%. The Commission ruling also indexed pensions 
to real wages leading to a rapid growth in pensions in the late 90s. These 
changes coupled with the revenue shortfall of the states, caused a sharp 
deterioration in their fiscal performance. The states experienced a severe liquidity 
crunch in this period of distress with rising deficits, an increase in interest 
payments feeding the debt stocks, and rapidly growing off-budget liabilities 
particularly to finance subsidies in the power sector. 


This secular worsening of the current revenue balances of the states however, 
was not just a consequence of the large pay awards, but can be traced as far 
back as the past two decades and was related to the growth of populist policies’®, 
expansion in public employment, and the provision of free power to farmers 
which was introduced in many states in the 1980s as well. The rising revenue 
deficits of the states moreover, led them to compress capital expenditures in 
order to contain the fiscal deficit. Growing concern regarding the resulting 
weakening of the developmental and poverty impact of state governments, gave 
impetus to intense state-level reform efforts. 


The story of Karnataka was not very different, and it was subject to fiscal 
deterioration despite the high growth rates it achieved overall, and in all sectors 
individually during this period.'' Though Karnataka’s fiscal situation did not 
reach a crisis point as in many other states, realizing it would surely do so if 
the present trends continued, the state released a White paper on its finances 
in 2000. The paper identified the reasons for stagnancy of revenues and 
proliferation of public expenditure, and outlined directions and guidelines for 


undertaking corrective measures. 


9 The World Bank Report on State Fiscal Reforms in India: Progress & Prospect (2005) gives 
a detailed account of the state-level fiscal crisis of the late 1990s and the impact of the 
corrective measures taken henceforth. 

‘0 Populism, as mentioned here and in the World Bank report from which this information is 
sourced, describes a crowd-pleasing style of politics based on the profligate spending of 
public money. These populist policies are in some sense wasteful. They must not be confused 
with policies meant to reduce poverty. There could, however, be differences of opinion of 
whether specific policies are populist or not. An example is the National Rural Employment 
Guarantee Act on which the two camps have widely differing perspectives. 

\! The causes for Karnataka’s high growth rates during 1993-94 to 2000-01, along with the 
figures are cited in the MTFP of the government for 2002-03 to 2005-06. The growth rates, 
fell significantly in 2001-02 following the drought, and the deficient monsoon of 2002, but 


have recovered since. 
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Table 1. Fiscal Downturn of the 1990s 


Year 
Revenue Deficit as % of GSDP 
Fiscal Deficit as % of GSDP 


Public Debt as % of GSDP ' 14.12 
Public Debt as % of GSDP ; 15.73 | 13.82 13.75 
Outstanding Govt. Guarantees ee 
as % of GSDP : : 8.88 : 
Ae Ge 

of GSDP 

Subsidies as % of GSDP ke CS ae 

Plan Expenditure as % of GSDP pss 

Ney. 


Total Revenue Expenditure as % 
7 [a 
1.6 


6.83 
16.9 
13.2 


—s 
(oe) 
tho 


0.2 
17.0 
3.8 


of GSDP 

Non-Plan Expenditure as % 

NonTax-GSDP 4 
Sourced from the MTFP 2003-04 to 2006-07 
As a sequel to the White paper, the Government of Karnataka released its first 
Medium Term Fiscal Policy (MTFP) for the period 2000-01 to 2004-05 during 
the budget session in 2001. The idea was to have an implementable fiscal 
policy in the short run to ensure fiscal sustainability and make available funds 
to achieve the objective of poverty reduction. In the 2002 budget speech, the 
MTFP was announced to be a rolling annual document by the Finance Minister. 
It is updated every year and dovetailed to the annual budgetary exercises. 


The MTFPs stated the priorities of the Government as raising revenues, weeding 
out unproductive expenditure, rationalizing and targeting subsidies, enhancing 
efficiency and accountability in public spending, and stabilizing debt, all for 
the broader purpose of achieving fiscal rectitude. In the initial MTFPs of 2001 


and 2002, this was aimed at through specific targets to be achieved by 2005- 
O6 such as: 


(i) Phasing out the revenue deficit so that borrowing is not used to finance 
current expenditure 


(ii) Reducing the fiscal deficit to 3% of GSDP to stabilize debt stock and avoid 
an increasing burden of interest payments 


(iii) Safeguarding adequate allocation to the development of physical 
infrastructure and the social sector 
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(i) 


(ii) 


(iii) 


(iv) 


(v) 


(vi) 


(vii) 


A number of strategies were slated for the purpose of achieving these twin 


objectives of revenue mobilization and expenditure reduction and 
prioritization. 


With the idea of improving the revenue productivity of taxes, strategies 
were laid to bring about systematic changes in the tax base and rates, 


ensure efficient administration and enforcement, simplify the sales tax 
system, and introduce VAT". 


The flow of non-tax revenues was to be increased by revising user charges 


through greater community participation, and ensuring better quality and 
reliability of services in return. 


Reducing budgetary support to public enterprises by disinvesting, closing 
down or restructuring as need be, and introducing the Voluntary 
Retirement Scheme (VRS) to reduce over-employment. 


Identifying and reducing implicit and explicit subsidies for food, transport 
and in particular, electricity, by means of proper targeting, economic pricing 
and greater cost recoveries. Reforms in the power sector like increasing 
productivity of generation, transmission and distribution by separating 
these processes, achieving universal metering, privatizing distribution, 
strengthening anti-theft provisions, etc., were aimed at. 


Curbing of unproductive expenditure was also to be brought about by 
reducing government employment and re-deployment to social sectors 
such as health and education. 


Attempts were to be made on the other hand, to increase both allocation 
and efficiency of government expenditure for the purpose of human 
development and creation of physical infrastructure. 


Expenditures in irrigation were to be assessed, and sequenced to major 


projects to minimize time and cost over-runs. 


(viii) In order to contain the debt burden, a debt management plan was to be 


implemented to limit contingent liabilities, and encourage borrowing on 


the basis of repayment capacity rather than availability. 


‘2 Report of the Veerappa Moily Committee on Karnataka State Tax Reforms for VAT —— 
Karnataka has been a pioneer in VAT. 


As recorded by the recent MTFPs of 2006 and 2007, Karnataka has achieved a 
considerable level of success in the implementation of the above strategies. By 
2004-05, the revenue deficit was eliminated and a surplus of Rs.1638 crores 
was registered. The fiscal deficit was also brought below 3% of GSDP. A similar 
performance was repeated in 2005-06 with an estimated revenue surplus of 
Rs.1187 crores and a fiscal deficit estimated at 2.85% of GSDP. The Tax/ 
GSDP ratio stood at 10.3% and salaries, pensions and interests were brought 
in line with the Tenth Finance Commission prescriptions of below 35%.** 
These figures are sourced from the MTFP of Karnataka for the years 2006- 10 
and are hence estimates based on provisional figures. The actual accounts for 
2005-06 show a revenue surplus of Rs.2311 crores and the fiscal deficit as 
2.16% of the GSDP, indicating an even better performance than the revised 
estimates. 


In view of its achievements with regard to the fiscal correction targets, the 
State was awarded various incentives as promised by the Union Government. 
For achieving an annual reduction of 5% in the Revenue deficit to Revenue 
receipts ratio, Karnataka received an incentive amount of Rs.286.15 crores. 
For enacting the Karnataka Fiscal Responsibility Act (KFRA) in 2000, eliminating 
the revenue deficit, and containing fiscal deficit to 3% of GSDP as recommended 
by the Eleventh Finance Commission, by 2004-05 itself, the state was given 
debt re-scheduling benefit of Rs.304 crores in 2005-06, and further, central 
loans due to an extent of Rs.358.33 crores in 2005-06 were waived off. 


These achievements though commendable, are still at the state level. 
Expenditures however, are mainly carried out at the local level'*. Proper 
budgeting and accounting is needed at the local level to improve transparency 
and efficiency in government spending’. The Karnataka Local Fund Fiscal 
Responsibility Act approved by the Governor in 2003 was drafted with the 
intention of making local bodies more responsible with regard to management 


= These figures are sourced from the MTFP of Karnataka for the years 2006-10 and are hence 
estimates based on provisional figures. The actual accounts for 2005-06 show a revenue 


surplus of Rs.2311 crores and the fiscal deficit as 2.16% of the GSDP, indicating an even 
better performance than the revised estimates. 


Some = these expenditures are through the local self governments created after the 73° 
and 74" constitutional amendments; others are through the line departments of the state 
government, and autonomous societies set up by the state government. This has led to turf 
wars and other complications that are beyond the scope of this paper. 

For the experience of Bangalore, see the account of the PROOF campaign; City Government, 


Budget Analysis and People 's Participation on India. The experi : ; . 
CBPS, Seema Dargar. R - ‘he experience of Bangalore (2003) 
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of the funds at the local level by asking them not only to prepare MTFPs to 
chart out an action plan, but also prepare performance related policies, exercise 
prudence in spending, and maintain and publish systematic accounts of local 
expenditures. The Act however, seems to have failed implementation. Local 
level data is still a mess with hardly any accounts being maintained, and local 
level planning still remains a mystery.'® One reason for nearly no progress on 
this front could be the political instability prevailing after the S. M. Krishna 
government was voted out of power. Another, more compelling reason could be 
the turf war between the states and local bodies. Whatever be the reason, the 
issue needs to be addressed with utmost priority with recognition of the 
importance of fiscal decentralization as a pre-requisite to a strong and stable 
financial situation. '’ 


Il. STATE REVE : PERFORMANCE AND EXPECTATION 


Revenues under the Consolidated Fund of the State are categorized under a 
number of heads. Of these, Revenue receipts form the major component of 
overall receipts of the State, and comprise Tax revenue, Non-tax revenue, and 
Grants-in-aid and Contributions. The other major heads of account under the 
Consolidated Fund of the State are Capital receipts, Public debt, Loans and 
Advances, Inter-state settlements, and Transfers to the Contingency Fund. 


We next provide a more detailed account of Revenue receipts and Public debt; 
the predominant contributors of State revenue, to give a clearer picture of 
State finances over the years. The share of Revenue receipts (which includes 
tax receipts) in total State revenue, fell initially reaching 60% in 2003-04, but 
has subsequently risen again and was estimated to be close to 90% in 2006- 
07. Correspondingly, the share of Public debt in overall State receipts rose to 
as high as 40% in 2003-04, but declined thereafter to around 10% in 2006-07. 
The contribution of Capital receipts and Loans and Advances to overall State 
receipts is almost negligible and is thus not talked about in this study. 


(i) Revenue Receipts 


Revenue receipts are those receipts for which the State has no repayment liability 
and which are used to finance items of Revenue expenditure. Tax revenue 


© Almost all CBPS studies at the local level have experienced this issue. See 

‘7 These issues have been discussed in the 6" report of the Second Administrative Reforms 
Commission chaired by Shri Veerappa Moily: Local Governance- An inspiring journey 
into the future, October 2007, GOI, Delhi. 


forming the major component of Revenue receipts has ranged between 75-80% 
over the entire period from 2000-01 to 2007-08. The percentage share of Non- 
tax revenue after 2001-02 increased to around 17% till 2004-05, but has been 
on the decline since then. The share of Grants-in aid and Contributions to the 
State from the Centre on the other hand, has remained between 10-15%. 


(A) Tax Revenue 


The State’s Tax revenue includes the State’s Own tax revenue, and Tax 
devolution to the State from the Centre. Devolution refers to revenue sharing 
between the Centre and States where the States receive a percentage of the net 
Tax revenues of the Centre. The proportion, in which these taxes are to be 
shared between the Centre and the States and amongst the States, is determined 
by the Finance Commission, a statutory body. '® 


Only around 20% of the State’s Tax Revenue on an average, is contributed by 
devolution from the Centre. The remainder is generated by the State from its 
own revenue sources. Although revenue from both, Own taxes and Devolution 
have increased post 2000-01, the percentage share of Own tax revenue in the 
State’s Total tax revenue has increased as indicated by Table 2. This is because 
State’s Own tax revenue grew at an average of 17% per annum as opposed to 
the average yearly growth of 14% in Tax devolution from the Centre. 


Table 2. Components of State Tax Revenue (figures in lakhs)** 


2000-01 
1 RS Bc 2 262938 
a BC ae 278620 


-Heads of Account 


2005-06 1863155 421342 2284497 
2006-07 (RE) 2388794 500962 2889756 


2007-08 (BE) 2669117 630000 3299117 
Avg. Annual Growth Rate (1 17.01 ee See 


Avg. Percentage Share (%) 81.19 


‘Prior to the constitutional amendment in August 2000, only selective Central taxes, namely 
the Income tax and Union excise duties were shared with the states. The State’s share of 
Union excise duties was then accounted for under the head of Grants-in-Aid and 
Contributions. However, the Constitutional Amendment in August 2000 paved the way for 
making all the Central taxes shareable with the States , and consequently these were brought 
under the head of Tax revenue as Tax devolution from the Centre. . 


panieble. ard all tables and graphs following hereafter, have been compiled using the data 
on slate revenues and expenditures obtained under the RTI Act, unless mentioned otherwise. 
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Table 3 shows the receipts under different components of State’s Own tax 
revenue. Tax revenues under all heads grew phenomenally from 2000-01 to 
2006-07.”° Growth in Other Taxes and Duties is the most striking, followed by 
Land Revenue, and Stamps and Registrations. In fact, there is almost a 300% 
jump in Other Taxes and Duties in 2005-06 from the previous year. Although 
still insignificant as compared to the other constituents of State’s Tax Revenue, 


more probing is needed to understand this occurrence, once data on the 
constituent minor heads is obtained??. 


While various reforms undertaken after the Tax Reforms Commission submitted 
its report in October 2001, such as rationalization of tax rates and slabs, 
systematic changes in tax base, and better administration and enforcement, 
played a role in increased revenue mobilization from all taxes, the revenue 
from Stamps and Registrations in recent years, shot up due to the growth in 
the housing sector. Adoption of other measures like phasing out stamp papers 
to prevent misuse, computerizing the registration process, setting up a Central 
Valuation Committee, and revision of market value of properties, have also 
worked in favour of generating greater revenues under this head. However, the 
MTFP 2007-2011 notes that the scarcity of housing stock in urban areas and 
the irreversible move towards urbanization might limit the growth in Stamps 
and Registrations in the coming years. Moreover, the acceleration in recent 
years caused due to the revision in guidance values, should stabilize once they 


are aligned with the actual market rates. 


Growth in the number of vehicles on the road in recent years has led to a 
steady increase in revenues obtained under the Motor Vehicle Tax as well. 
With a rapidly growing economy creating the need for an expansion of the 
transport sector, suitable reforms in this area could create the potential for 
significant revenue generation in the future. As mentioned in the MTFP 2005-09 


however, reforms in this area are not mere tax reforms, but are mainly sector- 


20 Although the Annual Financial Statement (AFS) for 2008 gives the actual tax receipts of 
Karnataka for 2006-07 and RE and BEs for 2007-08 and 2008-09 respectively, it does not 
give the break-up between the State’s own tax revenue and Tax devolution. These figures 
have hence not been added to the tables on tax receipts of Karnataka, with a view of providing 
a more detailed picture by limiting the analysis to the preceeding years. However, the AFS 
2008 shows increasing revenues under all taxes. 


The data with us does not provide this detail. 
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oriented, targeted towards structural improvements in the transport sector, 
and improving the tax base only as a corollary. Thus, additional revenue should 
be aimed at, only after the primary objectives of reducing pollution and 
congestion by encouraging a shift towards greater use of public transport instead 


of private vehicles. 


State excise collections have witnessed good buoyancy following the canalization 
of Indian Made Foreign Liquor (IMFL) and rectified spirit to address the problem 
of non-duty paid and illicitly produced alcohol, and a change in the arrack 
policy which legalized the manufacturing of arrack. Various other measures 
such as replacing the current step-based excise duty structure to an ad-valorem 
one, modernizing the excise and police departments, developing other 
stakeholders and incentives against illicit distillation and sale of prohibited 
liquor, rationalizing the license fees, etc. have also been chalked out to increase 
revenue from state excise. But with the ban on arrack in place once again from 
the current excise year following the plea from women’s self-help groups and 
health considerations, there are bound to be limits to revenue growth under 
this head. 


Under Commercial taxes, tax collections on Agricultural income have seen a 
decline over the years with a sizeable fall in 2001-02. On the other hand, 
collections under Sales tax; one of the biggest components of Commercial taxes, 
has been steadily on the rise. The introduction of VAT, along with the 
rationalization of tax rates and efforts to expand the tax base, are expected to 
lead to greater revenue buoyancy by ensuring stability and predictability of the 
tax burden. In addition, the Central Government has proposed to safeguard 
State revenues against the initial losses from VAT imposition through a number 
of tax and non-tax compensatory measures. The general boom in the economy 
can be expected to keep up the revenue flow from this source as long as it 


continues, and currently Sales tax revenues seem to have a healthy future. 


In line with the economic performance, Taxes on Goods and Passengers have 
also exhibited an upward movement, so have Other Taxes and Duties on 
Commodities and Services: comprising Entertainment tax, Betting tax, and 
Luxury tax. Betting tax and Luxury tax in particular, show substantial revenue 
expectations, as reflected by recent budget estimates. 
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Chart 1. Average Percentage Share (%) of different components in State's 
Own Tax Revenue (2000-01 to 2007-08) 


State Excise, 17.81% Taxes on Vehicles 


6.21% 


2 Stamps and 
Registrations, 11.31% 


Land Revenue, 0.53% 


Taxes and Duties on 
Electricity, 168% 


\ _ Other Taxes and 
Duties, 0.10% 


Commercial Taxes, 
62.35% 


Chart 2. Average Percentage Share (%) of different components in State's 


receipts from Tax devolution from the Centre (2000-01 to 2007-08) 
Other Taxes & Duties, 
0.22% 


| 


Service Tax, 5.29% — 


Corporation Tax, 
25.78% 


Union Excise Duty, 
29.21% 


Income Tax Other 
than Corporation Tax, 
17.99% 


Other Taxes on 
Income, 0.06% 


Customs, 21.40% 
Taxes on Wealth, 
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Table 3. Receipts (in lakhs) under different components of State's 
own tax revenue 


Commercial Taxes on 
Heads of Account visas oye 


Rate (%) 
Avg. Percentage 
Share (% 


Table 4. Receipts (in lakhs) under different components of Tax 
devolution to the state from centre 


Income : Uni Oth Tax 
Heads of Account Corpo- Tax Other Other axes — €r | Devolution 
ration Taxes on on Excise Taxes & f 
T ee! a Wealth Dut Duties ms 
= oration Tax noone - y Centre 


Panos | sso | aes | 5 
[anos | oss] 5 
Ec 


= 
aceon [coon | suse [0 | 7 | owes | wow | vex | 0 


6 
710 


Avg. Annual 
Growth Rate (%) 17.00 21.71 54.54 3.35 13.92 


Table 4 presents the receipts from Tax devolution to the state, classified under 
the constituent heads. Receipts from Service tax grew at an average of around 
94% per annum. This can presumably be attributed to an increase in the rates 
as well as widening of the services brought under the net of service tax over the 
last few years. As an accompaniment to economic growth, receipts from 


corporation tax, income tax, customs and union excise duties have also 
increased over the years. 
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(B) Non-tax Revenue 


Non-tax revenues largely comprise Interest receipts, and receipts from General, 
Social, and Economic services. Table 5 shows that after a fall in 2001-02, Non- 
tax revenues almost quadrupled by 2004-05, but declined again in 2005-06. 
The decline in 2001-02 is because of the huge fall in interest receipts for that 
year; primarily because of a significant fall in interest rates to just 6.5%, the 
lowest rate recorded since the 1970s. Though Interest receipts followed an 
upward trend from 2003-04, they failed to come up to their original level in 
2000-01. The decline in overall Non-tax revenue in 2005-06 was caused by the 
fall in other non-tax revenue receipts in that year. Again, detailed scrutiny is 
required to completely comprehend these trends. 


In his budget speech delivered on J uly 19, 2004, the then deputy chief minister 
and finance minister for Karnataka, Sri Siddaramaiah, stated that the 
performance on Non-tax revenue mobilization has been far from satisfactory. 
The main reason cited for low Non-tax revenues has been the poor recovery of 
user charges. But despite suggested measures to improve cost recovery such 
as asking beneficiaries to contribute to capital costs, and allowing departments 
to retain their own revenues so that they have an incentive to collect them, the 
MTFP for 2006-10 recorded a declining Non-tax revenue to GSDP ratio. As Sri 
Siddaramaiah mentioned, there is a need to review the rates of Non-tax levies 
in all sectors, streamline the administrative arrangements for effective collection, 
and enhance non-tax revenues in a sustained manner. 


Table 5. Receipts (in lakhs) under different components of State’s Non-tax 
revenue 


Total Other] Total Non- 
Non-tax Tax 
Account Revenue Revenue 


froorce | vaisns | sra0e | vasa | eos | eno | cosa | oosra | vos 


Economic 
Services 


Social 
Services 


General 
Services 


Dividends & | Total Interest 
Profits Receipts 


Interest 
Receipts 


Heads of 


Promos | rissa | reso0s | ranma | reoer | raze | voxns | mio | aero 
rrooeas | var | 05000 | vows | are | rise | aosson | oioon | wane 
0607 
mnwonee) | sone | conse | waren | vsoes | wnzoor | vssre7 | veress | vss _ 


Growth Rate(%) | 19.32 28.16 48.07 4.27 
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Avg.Percentage 
Share (%) 0.48 


Chart 3, Average Percentage Share (%) of different components in the 
State's Total Non-tax revenue (2000-01 to 2008-09) 


@ General 


~~ ~~ ~~ -Senyices,-36.74 _ CiSocial Services, 


7.15 
@ Total Interest 
Receipts, 12.10 revenue , 87.90 


[MEconomic Services, 
44.01 


(C) Grants-in-Aid and Contributions 


Receipts under this head have grown at an average of around 23% per 
annum from 2000-01 to 2007-08. Non-plan grants showed a persistent 
increase till 2004-05. The sudden rise in the Non-plan grants following 
2004-05 is probably due to the 12” Finance Commission inflows. Grants 
for Centrally Sponsored Schemes (CSS) have also increased, whereas 
Grants for Central Plan Schemes (CS) have shown a considerable decline, 
except for the estimates of the last two years. 


CS are fully financed by the Union Government, but are implemented at 
the local level by the District Collector of the District Rural Development 
Agency (DRDA)*. Expenditure on CSS on the other hand, is shared 
between the State and the Centre. These schemes can have a distortionary 
effect on a state’s priorities as it has to pre-empt some of its own resources 
in order to receive a share from the Centre. An increase in Grants for CSS 
as observed above thus, is definitely uncalled for, and is a little imposing in 
the sense that the states are indirectly pushed into doing what the Centre 
wishes. Rather than being governments, they tend to become agents of the 
union government. Grants for State Plan Schemes did not follow any 
continuous pattern of growth or decline. However, they have increased 
overall in 2007-08 when compared to 2000-01. 


In Karnataka, the DRDA has been merged with the Zilla Panchayat. 


a= 


Chart 4. Average Percentage Share (%) of different components in Total 
Grants-in-Aid and Contributions to the State from the Centre (2000-01 to 
2007-08) 
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(ii) Public Debt 


Public debt comprises Internal debt and Loans and Advances from the Central 
Government. The Internal debt of the State consists of loans that the State 
raises from the market, small savings, various financial institutions such as 
LIC, GIC, NABARD, or through Ways and Means Advances from the RBI. Loans 
and Advances from the Central Government comprise non-plan loans, loans to 
State plan schemes comprising of block loans, loans for CSS, loans for special 
schemes, and other such loans. While 30% of the total money disbursed by the 
Centre to the states is in the form of grants, the remaining 70% is disbursed as 
loans. State receipts under various components of public debt are given in 
Table 7. Although Public debt increased considerably during 2000-01 to 2003- 
04, the State was finally able to achieve greater fiscal consolidation in the 
following years by bringing down overall debt. 
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Table 6. Receipts (in lakhs) through Grants-in-aid from the Centre”’ 


2000-01 24604.2 62170.9 15439 52409.7 
2001-02 21273.8 73343.5 15187.7 65313.1 175118 


2002-03 42054.6 57016.8 4524.13 62922 166518 


Heads of Account 


ramen ene [eras [rere [ass 
Fae tonal rowan eae [aro [mem |S 
Prema) [a [ve | we [mm [om 


Total Internal debt of the State follows a similar pattern as overall Public debt 
with a significant increase till 2003-04 followed by a decline, as market loans 
rose from 2000-01 to 2003-04 but consequently showed a significant decline. 
Following 2001-02 till 2005-06, the share of Internal debt in the overall Public 
debt of the State has increased and correspondingly, there has been a decline 
in the percentage share of Loans and Advances from the Centre with a decline 


in non-plan loans in particular. This is in line with the objective of the centre.of 
encouraging the states to borrow more competitively from the market and reduce 
State dependence on Central loans. Although Internal Debt declined significantly 
in 2005-06 and 2006-07 in comparison to Loans and Advances, the trend is 
reversed once again in the estimates of 2007-08 and 2008-09. 


Table 7. Receipts (in lakhs) under different components of Public Debt 


we ee a ec a el 
Pe a ee ad 
i a ce a od 
AR Te | 


Avg. Percentage Share (%) 77.07 he” OF eae 100.00 


*° The Annual Financial Statement of Karnataka for 2008 gives the actual total Grants-in-Aid 
from the Centre in 2006-07 as Rs.481361.67 lakhs, the RE for 2007-08 as Rs.551980.64 
lakhs, and the BE for 2008-09 as Rs.546691.57 lakhs. These figures could not be included 


in the table above owing to the unavailability of data classified into the constituent heads of 
non-plan, state scheme, CS and CSS grants. 


An Overview of the situation on the Revenue front 


After the initial impact of the revenue reforms in Karnataka, revenue growth 
from a number of taxes such as Stamps and Registrations, and State excise, 
are expected to stabilize, though State’s Own tax revenue might continue to 
grow in response to increasing GSDP. If this does not happen, the State might 
have to resort to greater Grants-in-Aid and Public debt to finance expenditures, 
both of which are undesirable. The State could however, focus on Non-tax 
sources to generate greater revenues by introducing suitable reforms. The MTFP 
for 2007-2011 reveals optimistic projections of State finances for the future 
assuming a real GSDP growth of 8% per annum. The Annual financial statement 
for 2008 assumes an even higher growth rate of around 9%. 


Following 2003-04, Karnataka has had a surplus of revenue over expenditure. 
Although the gap between receipts and expenditure shows a decline from 2006- 
07 to 2008-09, projections for 2009-10 and 2010-11 show the gap widening 
once again with a drop in the expected revenue expenditure. The projections 
also suggest increasing expenditure in capital formation indicated by an increase 
in the revenue surplus with a more or less stable fiscal deficit. 


Percentage Graph 1: Fiscal Performance of Karnataka 
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Data sourced from the MTFP 2005-09 and MTFP 2007-2011 


When observed in real terms however, the increase in revenue receipts is more 
gradual. Table 8 gives both, nominal and real, annual average growth rate of 
major revenue sources, and brings out clearly the fact that revenue growth 
under various heads is overstated when observed in nominal terms alone. 
Nevertheless, the overall trends remain the same and indicate a reasonably 
comfortable financial situation for Karnataka in the years ahead. In fact, the 
Annual financial statement of Karnataka for 2008 records an actual revenue 
surplus of Rs.415151.42 lakhs for 2006-07, and estimates the surplus to be 
Rs.298148.36 for 2007-08 and Rs.297264.52 lakhs for 2008-09. 


Table 8. Average Annual Growth Rate of Principal Revenue Sources of 
Karnataka (2001-02 to 2005-06)* 


Head of Account Avg. Annual Growth Rate (°%) 
Nominal 
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IV. EXPENDITURE MANAGEMENT 


To achieve the goal of fiscal consolidation, the State embraced the policy of 
compressing expenditure and prioritizing it to enhance the efficiency in public 
spending. Wages and salaries form a substantial component of State expenses, 
and thus cutting down the wage bill was one of the main measures undertaken 
to restrict expenditure. This was aimed at through the abolition of a number of 
vacant posts, abolishing certain retired posts, and freezing further recruitments 
in all sectors except those of health, education, and police services. Additional 
posts and recruitments were to be observed on a case-to-case basis and had to 
be justified in terms of outcomes. Pensions and interest payments constitute 


** All real growth rates are calculated using the implicit GSDP deflator derived from GSDP 


figures published by the Department of Economics and Statistics (DES), Karnataka. Figures 
for 2006-07 and 2007-08 were unavailable and those for 2004-05 and 2005-06 are based 
on estimates. The CSO reconciles the DES estimates and arrives 


' at its own set of figures for 
GSDP. Here we make use of the original DES estimates. 
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another major chunk of State expenditure, but owing to the inflexibility of 
these commitments not much could be done to bring them down. Nevertheless, 
in the case of the latter, attempts were to be made to reduce the composition of 
loans bearing high interest rates. Compressing subsidies, both also proposed 
to rationalize expenditure. Prioritization of expenditure on the other hand, was 
essentially based on two broad objectives; creation of physical infrastructure 
by means of stepping up expenditure on the construction and maintenance of 
roads, buildings, and irrigation works, and human development through sizeable 
allocations to social sectors like primary and secondary education, and health. 
The resulting reduction expected in revenue expenditure would lead to more 
funds being freed for capital outlay. 


An Expenditure Review Committee was constituted for the purpose of achieving 
these objectives, and creating accountability and incentives for expenditure 
management. The Committee had a mandate to scrutinize all new expenditure 
proposals and underlying policies, particularly with reference to their medium 
term implications. Accountability and planning were also to be addressed at 
the department level through the implementation of Department Medium Term 
Fiscal Policies (DMFTPs) to indicate targets, strategies, resources, and major 
programmes that would be undertaken by the various departments in the MTFP 


period. 


The sectoral trends in terms of expenditure on General, Social and Economic 
services are presented in Table 9. General services record expenditure on organs 
of state, fiscal services, interest payments, serving of debt, administrative 
services, pensions, and defence services. Social services include expenditure 
on education, sports and youth services, art and culture, medical and public 
health, family welfare, water supply and sanitation, housing, information and 
broadcasting, welfare of scheduled castes and scheduled tribes, labour and 
jabour welfare, social welfare and nutrition. Economic services comprise 
expenditure on agriculture and allied activities, rural development, special area 
programme, irrigation and flood control, energy, industry and minerals, 
transport, communication, science and technology, etc. While expenditure on 
General services consisting mainly of administrative expenses and interest 
payments has to be curbed, outlays should be increased in the sectors under 


Social and Economic services. 


Excluding the last two years for which the actual expenditure details are yet 
not available, expenditure under Economic services grew at an average rate of 
20.8% per year from 2000-01 to 2006-07. In comparison, expenditure on 
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General services and Social services showed rather meager annual average 
growth rates of 11.5% and 11.6% respectively. This is in contrast with the 
trend observed from 1960-61 to 1990-91 where social services recorded a higher 
erowth rate of around 15% as compared to both general and economic services 
which grew at around 13%. During the 1990s too, revenue expenditure on 
social services was proportionately higher than both general and economic 


A 25 
services. 


Social services such as education, healthcare, water supply, housing, etc., are 
all essential to promote the well-being of the citizens of the State and should 
therefore receive prime priority. Increased expenditure on General services 
represents greater administrative expenses indicating a high-cost government 
which is not desirable. Expenditure on Economic services though needed to 
promote growth of the economy and industry, is also not desirable at the cost 


of providing Social services. 


Table 9. Expenditure (in lakhs) on General, Social and Economic Services 


Expenditure from Consolidated Fund Expenditure as percentage of 
Consolidated Fund 


Year Total General Social Economic General Social Economic 


2000-01 1966369 568127.3 30.45 


2004-05 3570915 28.11 29.58 
2005-06 3497329 35.59 
2006-07 4408460 1222933 39.40 


2008-09 (BE) 5654215 1439119 1884250 1707579 25.45 33.32 30.20 


The heads accounting for maximum expenditure under General services have 


been those of interest payments, police services, and pensions and other 
retirement benefits. As mentioned earlier, expenditure incurred on pensions is 
mostly inflexible owing to the commitments of the State, and cannot be controlled 
much. With regard to increasing interest payments, the proposal of swapping 
high cost borrowings with those having lower interest rates does not seem to 
have been enough to bring down expenses under this head. Again, increased 
expenditure on police services fails to have translated to greater security for 


*° These observations and the accompanying tables are available in the CBPS manual, The 


Budget of Apna Pradesh (2007) 
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the people. The increase in crime rates in the State bears testament to this. 
Maintaining law and order however, is a fundamental responsibility of the State, 
and definitely requires bigger outlays to cope with an increasing population. 


Nevertheless, the increased expenditures should be justified in terms of better 
output or service delivery. 


Within the ambit of Social services, the sectors of education and health consume 
the vast proportion of the State’s expenditure. Under Economic services, a 
sizeable proportion of expenditure is incurred on irrigation and power. These 
sectors being extremely vital for human and economic development, and 
imposing somewhat conflicting demands on the state resources, are 
subsequently analysed in greater detail. 


(i) General Education 


Education is one of the priority sectors in which the State would like to increase 
allocations. General education, which includes primary and secondary 
education, university and higher education, adult education and language 
development, accounts for the highest level of spending by the State. Although 
the MTFP for 2007-11 mentions that the State is committed towards earmarking 
substantial outlays under both revenue and capital heads of high priority 
development expenditure, revenue expenditure alone accounts for around 98% 
of the total expenditure on General Education. Table 10 below gives the nominal 
and real expenditure and growth rates of expenditure on General Education, 
taking into consideration both the revenue and capital account. While the 
nominal expenditure shows a continued trend of increase over the years, 
expenditure in real terms shows an actual decline initially between 2000-01 
and 2002-03. The figures in brackets also reveal that expenditure on General 
Education as a percentage of total expenditure of the state has declined from 


17% in 2000-01 to around 13% in 2007-08. 
Table 10. Expenditure and Growth rate of expenditure on General Education 


Expenditure (in lakhs) 


Year Nominal Real 


2000-01 335569.9 (17.07) 332552.3 
2001-02 336078.6 (14.82) 326608.9 0.15 


2002-03 340634.7 (12.09) 318545.2 1.36 
2003-04 361524.2 (10.43) 319272.9 6.13 


2004-05 418978.8 (11.73) 354623.5 15.89 


Growth Rate of Expenditure 


Nominal Real 


-1.79 
-2.47 
0.23 
11.07 
3.52 


2005-06 463308.1 (13.25) 367091.7 10.58 
2006-07 541509.3 (12.28) airs 
sara aa) | 


826474.3 (14.62) 


Figures in brackets indicate expenditure as percentage of total consolidated 


fund of the State 


16.88 
18.71 


28.57 


2007-08 (RE) 
2008-09 (BE) 
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The economy measure of lowering expenditure on salaries by reducing the 
number of sanctioned posts has not been applied to the education sector in 
recognition of the fact that teachers and staff are just as important in the 
provision of education as other infrastructure such as textbooks, buildings, 
blackboards, etc. The low real growth rate of education expenditure then, 
indicates that most of the increase goes towards salary payments particularly 
after the pay scale revisions, while little priority is given to simultaneously 
improving infrastructure in this sector.”° Apart from subject knowledge, a 
teacher also needs textbooks and a blackboard to be able to teach well. 
Developments in the area of education thus, are impossible unless this situation 
is corrected, and the necessary infrastructure is provided in addition to good 
teachers. This would call for a further increase in allocations to education 


beyond the amount paid as salaries. 


Graph 2 illustrates the budget allocations and the actual spending on General 
education over the years. Apart from the estimates for 2007-08 and 2008-09, 
the graph reveals a somewhat steady slow growth in education expenditure. 
Moreover, the actual accounts for expenditure on General education from 1999- 
2000 to 2005-06 have consistently remained below the budget estimates, with 
the difference being larger between the years 2000-01 to 2003-04. 


The right to education requires the State to commit itself towards the goal of 
primary and secondary education for all. Consequently, the major proportion 
of the expenditure on General Education is in the field of elementary education 
followed by that on secondary education. It should be noted while studying 
expenditure patterns however, that only around 85% of the overall expenditure 
on general education is spent on elementary and secondary education. A majority 
of the remaining share is spent on university and higher education. Adult 
education, language development and general expenses form the leftover, very 
minor share. 


As observed from the recorded data, a sizeable portion of the General Education 
expenditure is in the form of block grants and block assistance to Zilla and 
Gram Panchayats. That the Grants-in-Aid (GIA) system is an inefficient and 


°° This is in contrast with the MTFP-2002 observations that, “The non-salary component of 
expenditure in education and health is assumed to increase significantly. With these 
projections, there would be adequate allocation for elementary education to achieve 100% 
enrolment by 2006-07... The Government has budgeted adequately for health and education 


in 2002-03 and is committed to seeing large increases in ex i ; 
expendit A ; 
priority areas.” ; g penditure in these two high 
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this analysis. Another important issue to be addressed in this area is the 
inequality in district allocations. A CBPS study on the education and health 
expenditures for two districts in Karnataka23: Chitradurga and Udupi, led to 
some disconcerting revelations. It was observed that better performing districts 
were still allocated greater amounts, as compared to the poor performers with 
lower allocations to improve their status. Thus Udupi, with its higher literacy 
rate was awarded higher allocations rather than Chitradurga which had a lower 


literacy rate, but also lower allocations to tackle the problem with. 
(ii) Medical and Public Health 


With regard to health too, the State had envisioned substantial increases in 
allocations over the years, with the non-salary expenditure progressively 
overtaking the salary expenditure. Also, in contrast to the expenditure curbing 
measure of freezing employment in other sectors?°, the MTFP-2001 proposed 
additional posts for health and education to ensure a better spread and quality 
improvement in the provision of these social services. Thus, enhanced outlays 
in health and education were to involve both higher revenue expenditure in 
terms of enhanced recruitments of teachers and doctors to ensure service reach, 
and higher allocations for asset creation and maintenance. However, while the 
earlier review on education already shows almost negligible capital outlays 
when compared to the revenue expenditures in that sector, the percentage 
share of capital outlays in total expenditure on Medical and Public health has 
also been consistently decreasing over the years. Table 11 gives the revenue 
and capital outlays on Medical and Public health and their percentage share in 
the total expenditure on Medical and Public health. Except for the optimistic 
estimates for the last two years, capital expenditure on Medical and Public 
health shows a declining trend. Table 12 presents the nominal and real growth 
rates in expenditure on Medical and Public health taking into account both 
revenue and capital outlays. Expenditure on family welfare has not been 


included here within the health expenditure as it concentrates mainly of family 


28 A Study of Education and Health Expenditures for two districts in Karnataka: Chitradurga 
and Udupi , CBPS (2007) by Sharadini Rath and Madhusudhan Rao 
29 This has been proposed and mentioned in the first MTFP of 2001, and those following as well. 
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less effective way of deploying resources is a long accepted fact. However, the 
revamping and rationalization of this system though announced in all 

subsequent budget speeches since 2000-01, is yet to be implemented. Education 
subsidies in the form of GIA are input-linked, i.e. linked to the salary and other 
benefits of the teachers in the absence of administrative control by the 

Government over these teachers, and hence do not have a bearing on the 
performance. Suggestions to modify the existent GIA system have been proposed 
recurrently over the years. The idea was introduced in the first MTFP and 
reinstated in the following ones. This however did not happen, and once again 
the most recent MTFP-2007 mentions the 2007-08 budget proposal of 

graduating to a student-centric GIA model?’ rather than the present teacher- 
centric one. 


Graph 2: Expenditure on General Education (Revenue and Capital account) 


Amount (in lakhs) 


1999-2000 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 


This is just an overview of the education expenditure in the state and its 
performance against the slated proposals and projections. Studying the efficiency 
of these expenditures is the next step and is even more important from the 
point of view of policy revisions and planning for the future. This is not such a 
simple calculation however, and first requires the identification of suitable 
measures of output which is a difficult task by itself and is beyond the scope of 


27 . 
“The student-centric GIA model would link grants to student strength and their performance 


by means of an objective monitorable ma ”, MTFP-2007. 
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planning programmes. Moreover, in an earlier CBPS study on budget allocations 
for maternal health care in Karnataka it was observed that family welfare 


programmes in the State operated mainly on central funds.*° 


Table 11. Revenue and Capital Outlays on Medical & Public Health 


Expenditure on Medical & Public Health (in lakhs) 


Figures in brackets indicate percentage share in total expenditure on Medical 


& public health 


In the area of health, achievement of Millennium Development Goals (MDGs) 
has been the main objective of state policy. Access to universal health care has 
to be ensured for every citizen, and maternal and infant mortality rates have to 
be brought down. The Planning Commission in the Tenth Plan (2002-2007) 
laid down even more ambitious goals of reducing the Maternal Mortality Rate 
(MMR) earlier than 2015, and the Infant Mortality Rate (IMR) to around 28 per 
1000 live births by 2012.°! Achieving these would no doubt require substantial 
increases in outlays for the health sector. However public expenditure on health 
has been only a small proportion of the total expenditure on health; with private 
expenditure playing the major role. Moreover, Table 12 even reveals a decline 


in state health expenditure between 2001-02 and 2003-04 even in nominal 


terms. 


40 “Maternal Health in Karnataka- As seen from Budget Data” (October 2004); a preliminary 
analysis published by CBPS for discussion among civil society groups. 


3! http://www. indiatogether.org/2005/sep/hlt-undphdi. htm 
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Table 12. Expenditure and Growth rate of Expenditure on Medical & 
Public Health 


Expenditure (in lakhs) Growth Rate of Expenditure 
a a | 
2001-02 86523.35 (3.82) 84085.38 


2004-05 86672.88 (2.43) 73359.89 


2007-08 (RE) 167878.4 (3.37) a es. 
2008-09 (BE) 192524.9 (3.40) ea 


Figures in brackets indicate expenditure as percentage of total 
Consolidated Fund of the State 


Graph 3 on the following page shows another disturbing fact. In all the years, 
the actual expenditure was well below what was allocated. This is not new, and 
has in fact been observed in earlier CBPS studies as well. If the money allocated 
is not being spent, there must be other bottlenecks in the administrative system. 
Also, as the maximum proportion of expenditure is on the revenue account 
which is mainly constituted by salary payments, expenditure being below 
allocations could also indicate vacant positions that have not been filled up; 
probably in the rural areas in particular. Opposed to the earlier suggestions of 
increasing recruitments in this area, the MTFP-2004 discussed cutting vacant 
positions by 50%. But good healthcare cannot be provided unless a sufficient 
number of doctors, nurses, and staff are employed, and hence the state should 
try to fill these vacant positions through recruitment rather than using it as an 
opportunity to curb expenses and reaching a strong financial position. This 
does not imply that fiscal consolidation is not a priority; it should just not be 
carried out at the cost of social priorities. 


As mentioned in the section on education expenditure, district allocations for 
the provision of medical and public health facilities raise a number of questions 
too. How does the State allocate funds to the various districts? What is the 
pattern of need assessment that the State uses for this purpose- the age of the 
district, its population, or some other measure??? 


we Also noted in A Study of Education and Health Expenditures for two districts in Karnataka: 
Chitradurga and Udupi , CBPS (2007) by Sharadini Rath and Madhusudhan Rao. 


To add to all of this, the problem of using output based measures to analyse 
the efficiency of expenditure stands out here as well. Assuming that the State 
allocates sufficient resources to the provision of health services, which itself is 
doubtful, information asymmetry and inadequate access to health care facilities 
on account of poverty may not allow the citizens to make use of the new 
developments in health care. Sometimes social stigma may also reduce the 
accessibility of a service. This was observed in the case of maternal health 
care, where iron tablets though distributed were not used as they were believed 
to lead to dark skinned babies. The existing data; mainly at the state level, is 
inadequate for such assessments and needs to be supplemented with more 
data at the local level where the services are actually delivered.** 


Graph 3: Expenditure on Medical and Public Health (Revenue and Capital account) 


Amount (in lakhs) 


1999-2000 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 


(iii) Major/ Medium Irrigation 


In the irrigation sector, allocations have risen by 21% over 2002-03 to 2005- 
06. Initially, in the absence of sufficient resources greater reliance was laid 
on Off-budget borrowings. However, with the achievement of fiscal consolidation 


33 A CBPS study Reproductive and Child Health Services in Karnataka- How much do they 
cost? (2007) by Anaka Aiyar and Poornima Vyasulu, aimed at highlighting this fact, collected 
data at the local level in the districts of Chamarajanagar and Chitradurga in Karnataka for 


the analysis. 
34 Medium Term Fiscal Policy , 2006-10. 
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and the gradual elimination and replacement of the high cost Off-budget 
borrowings, irrigation projects are being provided with on budget support, and 
in recent times much of the investment in irrigation has been through market 
borrowings. 

Investments in irrigation have to be shared. among a menu of options consisting 
of minor irrigation, major irrigation, watershed and ground water improvement 
works. However, out of the total state expenditure on irrigation over the last 
few years, a vast proportion has been allocated for the completion of a number 
of ongoing Major/medium irrigation projects particularly in the Krishna Basin 
with the objective of freeing resources for other critical sectors. Following 2001 - 
02, more than 95% of the expenditure on Major/medium irrigation projects 
has been on the capital account and while an increase in expenditures is 
observed on the capital account, revenue expenditure has been on the decline. 
To bring these trends out clearly, a disaggregated analysis of revenue and 
capital expenditure under this head is presented. 


On the revenue account, there has been a tremendous decline in the expenditure 
on Major/medium irrigation over the years. Graph 4 shows that after an initial 
increase from 1999-2000 to 2000-01, there was a steep decline in the 
expenditure on Major/medium irrigation in 2001-02, with the low trend 
continuing since then. On further probing the data, it was observed that this 
dramatic difference can be attributed to Interest on Capital under Interest on 
Irrigation Works, which was close to Rs.56000 lakhs in 1999-2000, but 
disappeared from the accounts from 2001-02. A closer look also showed that 
while the actual expenditure was far below the budget estimates on the plan 
front, on the non-plan front, the actual expenditure incurred exceeded the 
budget estimates, although the differences have been decreasing over the years.*° 
Probably greater expenditure than foreseen on the non-plan front, most of 
which is incurred on maintenance and payments to staff, creates a paucity of 
funds for plan projects, where the expenditure is still below the committed 
levels. But it could also be inappropriate planning, or that the procedures 
adopted for capital expenditure take a long time and do not fall into the annual 


budget cycle. Whatever the case, this matter needs serious investigation, beyond 
mere budget scrutiny. 
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Capital outlay on Major/medium irrigation on the other hand, has been 
increasing over the years, as illustrated by Graph 5. Again, analysis of the data 
reveals that a vast part of this trend can be attributed to the object head of 
Capital Expenses on both plan and non-plan fronts, which appears on the 
accounts only from 2003-04 onwards. Capital Expenses rose from just around 
Rs.5852 lakhs in 2003-04, to as high as Rs.93665 lakhs in 2005-06. Observing 
the trend in accounts in isolation, the peak in 2002-03 can be mainly attributed 
to expenditure on major works for the Krishna Basin Project, which was close 
to Rs.23888 lakhs. In 2003-04 however, the expenditure on the Krishna Basin 
Expenditure was almost 0, which probably explains the slight dip in the trend. 
The steep rise in 2004-05 was because of the tremendous debt servicing burden 
of Krishna-Bhagya Jala Nigam Ltd. And Karnataka Neeravari Nigam Ltd., which 
together amounted to almost Rs.178962 lakhs. 


ea 


Accounting for both revenue and capital expenditure, total expenditure on 
Major/medium irrigation has increased over the years. Expenditure on minor 
irrigation has also gone up. When observed as a percentage of total expenditure 
however, expenditure on major/medium and minor irrigation declined till 2003- 


04, and subsequently rose again. 


The irrigation potential from all sources is estimated at 55 lakhs and the potential 
created up to 2003-04 was only around 30.61 lakh hectares.*® There is thus, 
still a sizeable gap between the area irrigated and the irrigation potential in the 
State which needs to be bridged. It is also necessary to study the efficiency of 
expenditures. What matters finally to the state economy is the return per rupee 
spent on these irrigation projects. Is there a benchmark against which this can 
be assessed? For instance, compared to similar projects elsewhere, has the 
state spent the right amount, or over/under spent? Such questions need to be 
asked. 


Irrigation forms a major outlet of expenditure of the state. Though developing 
the irrigation potential is required to promote growth, there is a serious need to 
assess expenditures in this area. Despite the State measures of sequencing 
expenditure on major projects to minimize time and cost overruns, most 


deadlines are not met and many projects still await completion. Recoveries 


36 As cited in the chapter on Financing Human Development, Karnataka Human Development 
Report, 2005 
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from irrigation are also low. Besides, provision of pump sets to enhance the 


irrigation potential creates another problem in terms of increased power usage 
and theft, and consequently pushes up the subsidy bill of the power sector 


thereby causing a significant drain in the state resources. 


Graph 4: Expenditure on Major/Medium Irrigation (Revenue Account) 
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Table 13. Growth Rate of Expenditure on Irrigation’ 
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2007-08 (RE) 362725.1 (7.28) | 72879.26 (1.46) | 435604.4 (8.74) 
2008-09 (BE) 353100.7 (6.24) | 88222.61 (1.56) | 441323.3 (7.81) 2.65 Bes : 1.31 


Figures in brackets indicate expenditure as percentage of total Consolidated Fund of the State 


87 Real growth rates are calculated using the implicit GSDP deflator. Figures for 2006-07 and 


2007-08 were unavailable. Figures for 2004-05 and 2005-06 are d 
GSDP published by DES, Kar EEE ased on estimates of 
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Graph 5: Expenditure on Major/Medium Irrigation (Capital account) 


1999-2000 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 


Years 
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(iv) Power 


The burden placed by the power sector on the State’s resources has been 
recognized and discussed in every MTFP right from the start. The MTFP 2001 
for Karnataka states, “The power sector represents a huge drain on the 
Government’s resources and poses the biggest fiscal risk in the near future. It 
will be impossible to eliminate the revenue deficit without comprehensive 
structural reforms in this sector.” With this understanding, the Government 
undertook a number of measures beginning with the setting up of a regulatory 
commission, and drawing a Financial Restructuring Plan (FRP) to give a road 
map for eliminating the subsidy obligation in this sector. Among the reforms 
put in place to overcome the fiscal stress were corporatisation of the electricity 
board, and the separation of generation, transmission, and distribution. Four 
new distribution companies for Bangalore, Mangalore, Hubli and Gulbarga 
were set up. Universal metering and privatization of distribution were also 
targeted to minimize losses. 


Power theft is one of the main causes of the persistent financial losses in this 
sector. The significance of this problem is clearly visible from the outcome of 
the one-time regularization scheme implemented in March-April 2002 which 
resulted in around 8.8 lakh illegal customers being regularized and generated 
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4 one-time revenue of around Rs.93 crores. Subsequently, the Electricity Act 
was amended to strengthen anti-theft provisions, and inspection drives are 


being conducted to clamp down on power thefts. 


The major cause of the problem though, is the provision of electricity to the 
farmers almost free of cost. With electricity to agriculture un-metered, and 
charged at a highly subsidized rate often not paid, the Government through its 
subsidy to the power sector is effectively the purchaser of electricity on behalf 
of the state’s farmers. Table 14 and Graph 6 clearly bring out the size of this 
predicament. A significant component of expenditure was allocated and incurred 
on the non-plan front, particularly on subsidies given to Karnataka Power 
Transmission Corporation Limited (KPTCL) for loss due to rural electrification.** 
The trends in overall expenditure on Power is thus more or less a reflection of 
the trend in these subsidies, and the differences between the expenditure 
estimates and the accounts can also be mainly attributed to the differences 
between allocation and spending on these subsidies. Following the steep rise 
in expenditure in 2001-02 due to a fully met subsidy obligation amounting to 
Rs.2300 crores, the total expenditure incurred by the State on Power has not 
decreased as much as required, and continues to remain a strain on its 


resources. 


At present, in the absence of direct metering of pump sets, distribution 
companies extrapolate and account that 49% of the power consumed in 
Karnataka is attributable to the Irrigation Pump (IP) sets. As IP sets in Karnataka 
are not metered, it is difficult to check whether this is indeed the case. Moreover, 
this also creates comfortable room for power thefts. Hence to prevent misuse of 
this subsidy, accounting for the power consumed by the farmers is also needed. 


This, calls for 100% metering of agricultural pump sets; a big task in itself. 


Although the power sector financial losses have started to fall, there stil] remains 
a significant gap to be bridged. Progress on most areas of reforms suggested 
within this sector remains far from Satisfactory. Once again, expenditure on 
power is mainly on the revenue account and increased capital outlays are 
needed to improve infrastructure, promote efficiency and prevent misuse. In 


addition, many more structural changes are required to make the sector more 
investment friendly. 


°° This was observed on studying the detailed minor heads under the major head of Power 
from data obtained under the RTI. 
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Table 14. Expenditure and Growth rate of Expenditure on Power 
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Figures in brackets indicate expenditure as percentage of total Consolidated 


Fund of the State 


The CAG report for KPTCL*®? mentions, “During the last 10 years, 57 Private 
Power Producers established power plants having a capacity of 1142 MW. The 
Board has extended undue benefits to the private power producers by agreeing 
to higher tariff rates due to shorter agreement period, excess time provided for 
switching over to combined cycle etc,. Some of the clauses in the Agreements 
dealing with first year variable cost, incentives, deemed generation and terms 
of payment were detrimental to the interest of the Board. This has increased 
the cost of power purchased from private power producers. The Board had also 
favoured a Private Power Producer by arbitrarily agreeing to a fixed tariff instead 
of two-part tariff resulting in huge financial burden. Though, the Government 
was able to attract investment from the private sector, the Board was burdened 


with high cost of energy which would ultimately burden the consumers.” 


This itself is a clear indicator of inefficiencies prevailing in the power sector, 


although a more detailed study needs to be done to arrive at definitive 


conclusions and provide suitable recommendations. 


#2 http://cag.nic. in/html/cag_reports/karnataka/rep_200 1/comm_ch2.pdf 
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Graph 6: Expenditure on Power (Revenue and Capital account) 
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Finally, we make the obvious point that spending takes place in state government 
line departments, not local self governments. The amounts devolved to local 
self governments—all panchayats and municipalities taken together, are 

miniscule. Thus, though Karnataka is a pioneer in decentralisation, and even 
though the 73" and 74 amendments have been implemented, local 

governments have no role in spending decisions. Karnataka has chosen to 
limit their role in financial matters. Table 15 below shows what small amounts 
are devolved to them. 


Table 15: Devolutions from the state to all local governments under the 
head 3604: Compensation and Assignments to Local Bodies and PRIs 
Consolidated 
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Would greater devolution, where spending takes place at the local self 
government level, with the line departments focusing on policy, resources, 
capacity building and so on, contribute to greater efficiency? The existing system 
has shown poor results; perhaps there is a case for experimentation here. This 


is also the view of the Second Administrative Reforms Commission, in its report 
on local governments. 


V. IN SUM 


So far we have seen the story in parts. What do we observe when the pieces are 
put together to form a complete picture? 


To begin with, Karnataka seems to be one of those States with unused surplus 
cash revenues even when vast amount of allocations are still required in vital 
sectors such as education and health. A look beyond the nominal figures reveals 
disturbing trends. When examined in real terms, the outlays in these sectors 
have increased only marginally. The increases are mainly confined to revenue 
expenditures, which in most probability have been incurred on salaries. The 
proposed increases in capital outlays for developing infrastructure in these 
sectors remain a distant reality. Also unsettling is the fact that expenditure on 
health and education as a percentage of total expenditure of the State, has 
_ actually declined over the period. In fact, expenditure on Social services as a 
percentage of total revenue and capital expenditure has even recorded a slight 
fall. Where then is the money going? 


Although the percentage of expenditure on General services declined initially 
till 2003-04, it rose again in 2004-05 and 2005-06. It is expenditure on Economic 
services however, which has picked up over the last few years and presently 
reigns supreme. This is mainly constituted by spending in the sectors of power 
and irrigation. Expenditure on irrigation has been concentrated mainly towards 
capital outlays for the completion of various major/medium projects. However, 
the power sector poses a serious problem with huge and persistent financial 
losses leading to subsidy obligations causing a major strain on State. resources. 


Returning to the earlier question, what has the FRBM Act spelt for Karnataka? 
It has imposed restrictions on its debt status and expenditures, and created 
some accountability in the way the Government spends money. A stable financial 
situation, with revenue expenditures being funded only through revenue 
receipts, and surpluses aimed at increasing capital expenditures is also 


favourable for attracting investment. 
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There are three points that should be noted here. Firstly, although the State 
has earned surplus revenues over the last few years, the continued decline in 
the fiscal deficit even below the 3% benchmark indicates that the freed resources 
are not being used to increase capital expenditure as envisaged. Secondly, 
Karnataka seems to have achieved its fiscal targets on account of a booming 
economy and rising revenues stemming from reforms in tax administration: 
major changes in expenditure patterns have not taken place. This is clear from 
the fact that every successive MTFP proposes and talks about the same objectives 
without having completely achieved them. To top it all, expenditures seem to 
occur more in a haphazard manner lacking proper planning and sequencing. 
The CAG report on allocative priorities and appropriations for 2005-06* talks 
about persistent excesses, unspent provisions, and unreconciled expenditures. 
According to the report, during 2005-06, total unspent provisions of Rs.6096.67 
crores were recorded out of which only Rs.753.63 crore (12%) were surrendered 
on the last day of the financial year. The departments did not intimate reasons 
for these unspent provisions. Out of 224 Chief Controlling Officers, 46 officers 
had not reconciled expenditures of Rs.14,508.36 crores. Expenditure incurred 
in March 2006 in 25 cases ranged between 21 and 100% of the total expenditure 
during the year indicating tendency to utilise the budget at the close of the 
financial year. 


In light of all this, the cap on revenue and fiscal deficits imposed by the FRBM 
Act might even be creating adverse incentives and limiting much needed 
expenditures in the Social sector so that the State is able to adhere to the 
stipulated revenue and fiscal targets. The Act does not proscribe increasing 
expenditures on high priority development sectors; the various MTFPs make 
this point explicitly. Yet, the political choices of the state have favoured sectors 
other than those mentioned in the policy statements. Is this desirable at the 
cost of the State’s social commitments? 


Once again then, how has the FRBM Act helped Karnataka? Is the claim of 
curtailed Social sector expenditure as an outcome of the FRBM Act, made by 
those opposing this legislation, true? Does the FRBM Act reflect certain political 
power relations masked in economic or financial logic? Is the passing of the 
Act sufficient to ensure that stated priorities are met? Is the Act necessary to 
correct fiscal imbalances? It would appear not. 


*° http://cag.nic.in/html /cag_reports/karnataka/ rep_2006/civil_chap_2.pdf 
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Some economists argue that the FRBM is necessary to curb the inclination of 
politicians towards borrowings despite there being sufficient room for taxation. 
As Bagchi* states, “At base, the fiscal pproblems of democracies have their 
origin in the short time horizon of periodically elected governments and their 
penchant for promising the moon to the electorate at the time of elections by 
expanding expenditures while showing extreme reluctance to tax. The 
assumption underlying this tendency is that money will somehow be found 
through borrowing, off-budget if need be, and in the case of the states, through 
transfers from the centre. The states often assume heavy expenditure liabilities 
(by handing to existing employees hefty pay rises and so on) on the presumption 
that ultimately the centre will come to their rescue by giving more grants or 
remitting their loans.” 


Whatever the argument, if putting such an Act in place indeed makes the 
Government scrutinize its actions more closely and assume responsibility, then 
why just stop with FRBM? After all, fiscal consolidation is only part of the 
State’s responsibility. Maybe the Government next needs an Expenditure 
Management legislation to make it rethink its spending priorities and deliver 
on them. The Assembly, in stead of passing omnibus Demands for Grants from 
line departments could prefer the constitutionally more correct mode of passing 
specific appropriation bills with spending responsibility given to local 
governments. Then social sectors like education and health could perhaps be 
better insulated from cuts, and held more accountable for outcomes. This would 
require major administrative changes, [which this paper cannot enter into] but 
why not undertake them if it leads to better outcomes? 


We end the paper with these questions, hoping to awaken a discussion on 
these issues and launching a quest for some satisfactory answers to tie up the 


loose ends. 


41 “India’s Fiscal Management Post-Liberalization’, Amaresh Bagchi, Economic and Political 
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PART 2 


An earlier draft of the paper was circulated widely. Copies were sent to the 
concerned state government officials, such as the Principal Secretary, Finance 
and the Deputy Chairman of the Planning Board and we hope they found it 


useful. 


Many were invited to write in their comments so that a debate would ensue. 
We present in this Part a series of comments that we have received. The only 
suggestion made to the commentators was that the comment could be—but 
need not be—around 1500 words. They were free to choose their own style, 
priorities and so on. We are grateful to all who responded to our request for 
written comments. The comments have been presented in alphabetical order 


by last name. 


These comments serve to place the analysis in the context of ongoing debate 
on the state’s economic development. They also place before the reader a variety 
of views and concerns to take this debate further. With elections for the state 
Assembly to be held in May 2008, all this material may be useful to the new 
government that takes office by the end of May. That remains our hope. 
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COMMENTARY ON “KARNATAKA: FISCAL 
ORRECTION FOR HUMAN DEVELOPMENT?” 


Charles C Griffin*? 


The image we have in the United States of Bangalore and Karnataka is of a 
bustling city and state rapidly being integrated into the world because of its 
long history of fine engineering education and its more recent rise as a world 
software and computer power, with famous international companies like Wipro 
and Infosys. Not to mention the beautiful weather and wonderful people! 


In October 2007, Ms. Sharadini Rath of the Center for Budget and Policy Studies 
came to Brookings to present a study of health and education expenditures in 
two Karnataka Districts, Udupi and Chitradurga. To my surprise, she presented 
a system of governance and expenditure in health and education that was 
decidedly not modern and almost completely controlled from Bangalore. Each: 
district has an elected council, but it has almost no voice in requesting funds 
from the state or in deciding how to spend them. Teachers and medical 
personnel are posted by the state. Education is financed through a budget 
that has 60 line items determined at the state level, ranging from 3 different 
lines for scholarships to multiple lines for toilets and blackboards. It takes an 
expert to figure out how much is being spent in total for primary and secondary 
schools and how that breaks down into salaries, supplies, and infrastructure. 
Health has, by my count, 58 line items, equally opaque. 


When the experts at CBPS succeeded in organizing the numbers, they were 
surprised to find that expenditures had been dropping in real terms since 
2001, a period when the state government had designated education and health 
as priorities. They also found that allocations from the state were not sensitive 
to the substantially worse literacy and health conditions of Chitradurga and 
that salaries tended to crowd out other necessary uses of funds to deliver good 


quality services. 


With this new paper, “Karnataka: Fiscal Correction for Human Development?” 
written by Kriti Toshniwal and Vinod Vyasulu, we see from the state-level 
numbers that Udupi and Chitradurga are probably not unique cases. In real 
terms, expenditure in 2005-06 on health at the state level had dropped by 13 
percent between 2001 and 2004, with only a partial recovery by 2006. Education 


42 Senior Fellow, The Brookings Institution, Washington DC. 
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expenditures had dropped by 4 percent — not nearly as steep a drop ~— and, 
thankfully for the children, by 2006 it had more than fully recovered. Another 
angle on the same phenomenon is that state revenues grew almost three times 
faster than education expenditures and almost five times faster than health 
expenditures from 2001 to 2006 - the money was there, it was just allocated to 
other priorities. Power subsidies, in contrast, grew slightly faster than state 
revenue, yet it was one of the sectors policy makers intended to shrink. The 
authors properly ask what went wrong. The strategy apparent in the numbers 


was not the strategy in the speeches. 


The authors ask other probing questions, as their intention is to spark a self- 
examination in Karnataka of the situation rather than to prescribe a solution. 
Looking from afar, after reading both reports, I hope that some of the discussion 
considers the different vantage points of the two studies and how they are 


complementary. 


Maybe this is an opportunity to modernize the structure of decision making in 
Karnataka by giving greater voice and responsibility to the Zilla Panchayats in 
health and education matters. Only by doing so will citizens be able to become 
involved effectively in demanding better services, and the state government 
will start to see variations in performance across districts from which all districts 
can learn. Districts might even begin competing on performance, just as the 
States now compete, based on incentives created by the Union Government. It 
is clear from the Chitradurga/Udupi paper that several minor — possibly just 
administrative —- adjustments could make a large difference. Here are a few 
questions along this line: 


» Why is allocation of education and health budgets not done using a simple 
formula that any district officer or elected official could understand? Surely 
a formula would include an equal per capita amount that all districts 
would receive, plus an equalization portion based on human development 
and poverty indicators. 


» Why not publish the budgets in a simple form that includes the types of 
calculations done by CBPS - spending over time in constant rupees at 
different levels (e.g. primary vs. secondary education), spending per pupil 
or patient, and the proportion of salary to non-salary and Capital spending? 


>» Why not prepare Zilla Panchayats to take an active role in selecting anid 
allocating teachers and medical personnel as well as making allocation 
decisions between salaries and other expenses? Teachers and medical 
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personnel can still be recruited, and their salaries fixed, centrally, but 
local hiring and spending decisions would allow districts to customize 
their desired mix of people and other inputs. Could budgets be passed to 


districts with simpler categories of expenditure, giving them flexibility to 
move some money across categories? 


The Toshniwal and Vyasulu paper paints a picture of a state government that 
has done many things right, such as reducing the fiscal deficit and laying the 
groundwork for better management of power subsidies. Clearly this good 
behaviour has had some unintended consequences that may be related to the 
fact that so few people actually can understand or have a voice in the budget — 
especially those people at the district level who are so important in India to 
make social services work. Suppose when the budget was falling Districts 
could cry “ouch” and it would be heard in Bangalore? Traditionally, the “ouch” 
coming from the power sector or the irrigation sector is loud and clear. Neither, 
these days, would the government dream of forcing specific allocations of labour 
in the power sector, yet districts have had almost no opportunity to adjust how 
money is spent to the problems they face. 


We are human; nothing ever quite gets to perfection. The body of CBPS work 
sends a powerful message of success in Karnataka -— fiscal discipline and sensible 
priorities at the state level, coupled with development over many years of a 
local governance structure with potential — while noting challenges that remain. 
Possibly the investment made in local governance has put Karnataka in a 
position to benefit from unleashing it to become a stronger force for improving 
the allocation and quality of public spending in the state. 


COMMENTS ON “KARNATAKA: FISCAL CORRECTION 


FOR HUMAN DEVELOPMENT?” 


Sreelakshmi Gururaja“ 


Li 


The authors provide a comprehensive and cogent descriptive summary of 
trends of growth of revenue and expenditure for the state of Karnataka 

during what can be called its golden period with the burgeoning IT Jr 
sector. They unpick the populist notions of what is alleged to be 
‘breathtaking” to show the glaring gaps in implementation of the mega- 
growth intentions of the successive governments. This is the strength of 
the authors’ expertise and experience in delving into the budgets and 
expenditure tables to expose the real situation by showing what is not 


evident from the financial outlays. 


Again, the ease of analysis and clarity of the writing style without 
unnecessary verbose convoluting explanations reflects the thinking behind 
the study. The paper lucidly tells the story of the successive budgets and 
the changes made in a factual, descriptive and analytical manner without 
being judgemental. Having said this, the suggestions for changing accepted 
practices made in the paper get lost in the description of the situation and 
it would be strategic to offset this by highlighting them as recommendations 
for consideration by the decision makers and professional ‘crafters’ and 
managers of State budgets. 


The crux of the matter is the efficient management of public resources 
and this is a serious concern beyond the scope of this paper and cannot 
be overlooked. Using the contents of the paper and its conclusions, it begs 
the question whether and how this concern is approached from a public 
policy perspective through advocacy and actions for change at the legislative 
and administrative levels? The paper questions the veracity of the data on 
expenditures and identifies rightly the inadequate capacity of accounting 
of expenditures at local levels and questions the efficacy of the 
decentralization policy (page 11). It is evident that the intimidating 
challenges of progressive decentralization of governance and its related 
processes predicate that things cannot continue to be more of the same. 
Therefore, the next step in taking the paper's conclusions forward, suggests 


*° Former UNICEF official, who has served in several countries across the globe. She now 
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an action component of transforming information for decision-making 
beyond the illusory figures stated in the tabular budget formats. 


4. The authors point out the disparate expenditures and resultant 
surrendering of the allotted budgets in the social services sector, 
particularly health and education. Given the importance of these areas to 
human development and general ‘wellbeing’ of the State , this aspect 
requires more detailed analysis for identifying areas for mid-course 
correction by the government especially in responding to the needs of the 
vast population living in poverty and vulnerable to destitution. 


5. Arelated comment is that the inclusion of demographic data would have 
permitted a deeper appreciation by the reader of the extent of gaps and 
mismatch in the budgets. Further, juxtaposing the financial analysis 
against demographic and human development indicators would sharpen 
the district-wise analysis. Perhaps, as a follow-up to this study, an exercise 
to identify such gaps revealing the inadequacies of financial response and 
need-based planning from the State could be undertaken. 


6. This may also reveal the indicators that are used by decision-making 
notwithstanding the political underpinning of budgets. The authors 
mention the case of higher allocations to Udipi in education which seems 
not justified from the needs-based criteria approach. On the other hand, 
high performance of Udipi in recent years on high percentage of success 
in SSLC examination, low drop out rates in primary levels and higher 
levels of utilisation of allotted funds could be the ostensible reasons for 
the higher successive allocations by the State to that district. Therefore, 
in carrying out the above proposed study, the education sector could serve 
as the case study for detailed sectoral analysis culminating in actions for 


result-based financial planning and accountability. 


Lastly, it would be interesting to include a small section in the discussing 
whether the Karnataka situation is unique in comparison to other States of the 
country on the same parameters. Certainly, this could be another study in 
itself and merits consideration by research institutions such as CBPS. 
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UNDERSTANDING THE GAPS 


A Indira“ 


As part of the fiscal reforms, the Medium Term Fiscal Plan (MT FP) has been an 
effective tool for expenditure management. The corrective process also envisaged 
that with the implementation of the MTFP an appropriate enabling environment 
for higher investment in critical infrastructure and social sectors would be 
created. Over a period of time better fiscal management would ensure better 
revenues and increased capacity of the Government to fulfil its role in crucial 
sectors. There would be a ‘virtuous cycle’ of economic growth. 


However the present study shows that, in the field of Education there has been 
a fall in expenditure in real terms. This has progressively kept pace through 
the years 2000-01 to 2007-08. Similar is the case with Health where the 
capital expenditure has shown a declining trend. 


This is worrisome for the underlying reasons. 


The MTFP recognises five main ‘High Priority Development Expenditures’ to be 
(i) Primary and Secondary Education, (ii) Health, (iii) Irrigation, (iv) Roads and 
(v) Water Supply. However it seems that the increase in investment in one of 
the Heads is at the cost of reduction under another Head. It would mean that 
the various priority areas are competing for the outlays. This does not augur 
well for the system, where the assumption has been that an increased size of 
the cake means a greater share for all. 


The more disconcerting point is that the fall in the outlays of the Departments 
of Education and Health is accepted under the larger policy issue of allowing 
private partnership in these two critical areas of governance. Given that any 
extra support or initiative to aid quicker expansion, inclusion and excellence 
building — the triple objectives mentioned in the XI Five Year Plan is more than 
necessary and welcome, the issue of uniformity, regulation and quality needs 
to be reflected upon at regular intervals. 


The policy roadmap envisages that the local self governments will be trained to 
build the capacities such that they would be able to control and manage the 
resources. It is widely understood that the role of the PPPs, is in filling in the 
gaps left open by the government. And in the process, it is seen that the LSGs, 
in many cases are not fully equipped to understand the PPPs or partner in the 
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program / scheme. This will need to be looked into. More importantly, it seems 
necessary that the government, before back-stepping on some of its roles will 
need to keep a check on some of the following points. 


One, Education and Health are human intensive activities — both qualitatively 
and quantitatively. The quality of the human resources is directly proportional 
to the investment that is made into the system. In fact in many instances while 
new investments need to be increased manifold, there is need to support and 
work with the existing institutions. This would take care of any duplicative and 
repetitive works. 


Two, Access vis-a-vis Quality - In a state like Karnataka, where the issue of 
access has been relatively taken care of, the quality of education would need to 
be addressed. One example is The District Institutes of Education Training 
(DIETs) which need to be strengthened. This means investment in training -_ 
modern techniques of teaching and learning and enabling technology. The same 
is true for Health, except that here one would also have to understand the 
issue of accessibility. 


Three, Supportive vis-a-vis Alternative systems — the various existing PPP models 
have highlighted this point. The issue of accrediting and regulating alternative 
systems is of prime concern. Can the alternative system remain relevant enough 
such that it is sustainable over time? One would also have to consider the 
supportive and enabling PPPs. One example is the MV Foundation in Andhra 
Pradesh, which is helping in retention of children in the primary schools. How 
can such programs be supported and further promoted? The Yeshaswini Scheme 
in Karnataka is also an example of PPP, which clearly brings out the dual 
character of the supportive and alternative system. The scheme itself is 
supported by the Government through the Department of Cooperatives. While 
reaching out to the under-privileged, the scheme is in no way part of the local 
self government. The scheme also shows that the PPP could become effective 
only because of a minimum private infrastructure available at the local levels, 
which when accredited and brought under a regulating system could be further 
strengthened. But there still remain those poor in the remote and backward 


districts, who are not part of any system. 


Four, Free Public Good vis-a-vis Paid Public Service - it has been well taken 
that the poor would rather pay for a better service than going without a service. 
But the assumption is that those left out by the market forces would be identified 
and helped. One would need to be aware of this and be cautious about the 


system that will eventually emerge in the present circumstances. It is the sense 
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of ownership in a government system that still prevails and empowers the 


citizen to feel secure. 


The government will have to work such that all remain in the fold. 
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THOUGHTS ON TOSHNIWAL AND VYASULU’s PAPER. 


Arjun Jayadev* 


In a famous story from Homer's Odyssey, the worldly-wise Odysseus is warned 
by the enchantress Circe about the imminent danger posed to him and his crew 
by the Sirens. Their irresistible cries portend doom to any sailor and ship who 
hears them. Odysseus duly stops his crew’s ears with beeswax to prevent this 
from happening. But being both wise and incurably curious, he shackles himself 
to his ship’s mast in order to be able to hear the Sirens singing without throwing 
himself into the rough seas to join them. 


In the more prosaic world of modern economics, Odysseus’s commitment device 
would be applauded as sound policy (no pun intended). Coercing an agent, 
especially a state, to bound spending priorities regardless of the seeming 
attractions of alternative directions is seen a harsh but necessary condition to 
sail the ship of fiscal .rectitude. I wont tax the metaphor too much longer (pun 
again unintended), except in so far as to note that the promise of Odysseus’s 
commitment was to try and ensure a safe and prosperous journey (that his 
men die a horrible death in a future episode is beside the point). Equally, the 
promise of a commitment to ‘sound finance’ by a state is to ensure prosperity 
and development and to not jeopardize this by foolhardy and untenable promises 
to a gullible electorate. 


What is clear from Toshniwal and Vyasulu’s review of the Karnataka’s finances 
is that the state has taken on the idea of commitment through its adoption of 
the Fiscal Responsibility and Budgetary Management (FRBM) act but that it 
has appeared to have lost sight of its development goals along the way. While 
the state has achieved several of its goals in terms of compliance with the 
FRBM, Toshniwal and Vyasulu suggest that this has occurred more as a result 
improved tax administration in a situation of rising revenues from the economic 
boom in Bangalore rather than judicious and directed fiscal planning. More 
critically, they argue that the state has failed in translating the gains in terms 
of freed revenues into anything resembling a coherent development policy or 


policy for a meaningful devolution of public finances . 


This is a real pity, not only because of the costs in terms of human development 
but also because it undermines the perceived viability and desirability of what 
has come to be called the “Karnataka model’ of development (Kadekodi, Kanbur 
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and Rao, 2007), in which private sector and technology led growth in 
combination with vibrant local governments, devolved fiscal powers and local 
accountability are seen as complementary strategies to ensure growth with 


equity. 


Several interesting features of the report are worth commenting on. First, unlike 
with perhaps other states, Karnataka did not appear to be facing a looming 
fiscal crisis in 2000. In table 1, Toshniwal and Vyasulu show that apart from a 
sudden spike in the revenue deficit, perhaps primarily the consequence ofa 
rise in pay commission scales, there were no other serious danger signs of an 
impending fiscal crisis. In that sense, adopting the FRBM did not appear to 
involve significant costs in terms of requiring budget tightening- perhaps 
explaining why Karnataka was the first state to pass the act. It did mean 
however, that future expenditures, on development policies or otherwise, would 


be constrained. 


Why is this last fact relevant? Because it is increasingly clear that Karnataka 
requires significant increases in public expenditure if it is to continue with its 
current growth trajectory. A cursory glance at Bangalore’s pattern of growth 
for example suggests the need for a massive upscaling of infrastructure, better 
roads, utilities and the like if the city is to continue to attract investment and 
to sustain its technology and services led growth boom. These are capital 
expenditures which need to be long term, cannot reasonably be expected to be 
undertaken by the private sector, and as such cannot be beholden to current 
tax revenues. Setting an arbitrary and low limit on the fiscal deficit of 3 percent 
in such a scenario appears to make little sense, unless one is beholden to the 
fetish that investors are more interested in sound finance (however arbitrarily 
defined) than in infrastructure. 


Infrastructure, of course is only one of the urgent heads of expenditure. Just 
as importantly, there is a need to increase expenditure on education and health, 
given that many districts in the state perform abysmally on these fronts. 
Toshniwal and Vyasulu show that there has been very little increase in 
expenditure in capital outlay in these areas and in some cases, expenditure on 
certain social sector heads has actually declined (in a period of an economic 
boom). This constitutes at the very least an abrogation of some of the 
fundamental responsibility of the state. What outlays have been undertaken 


have been in the form of revenue expenditures, again, most probably directed 
towards increased salaries. 
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Toshniwal and Vyasulu show that the phenomenon of larger increases in 
expenditure on general and economic services vis-a-vis social services isa 
relatively new phenomenon and that this reverses the long standing relationship 
(between the 1960s and the 1990s) of greater growth of expenditure in social 
services than in general and economic services). Perhaps this reversal is 
partly the result of an ideology which hopes (rather than argues) that any 
shortfalls of public investment could be covered by private investment. This 
approach is increasingly untenable. While there are many reasons to encourage 
private engagement with social services through directed policy, it is quite 
obvious that without significant involvement of the state, the adequate levels 
of investment will not be forthcoming and will bypass areas where such 
investment is desperately needed. In other words, their may still be growth, 
but it will still be inequitable and it will not be able to sustain itself over the 
long term. 


Finally, Toshniwal and Vyasulu’s paper also makes the valuable point that 
state engagement with development is a necessary but not sufficient condition 
for the resources of the state to be utilized effectively. Perhaps the most 
disturbing and consistent finding of their report is that despite the institutions 
of local governance being set up, they are hopelessly inadequate to the task. 
The lack of coherence in local government and the lack of accountability (indeed 
the lack of actual accounts) is tremendously troubling, especially since these 

bodies are critical to the “Karnataka model”. Without well functioning and 
| transparent local government, the devolution of fiscal powers with the current 
stipulations leads to haphazard expenditure, unclear planning and delays in 
urgently needed expenditure. The call for reform and coherence in this area is 
an urgent one. 


Toshniwal and Vyasulu’s report is a comprehensive view of the performance of 
Karnataka’s finances over a period unprecedented growth. It invites serious 
reflection and suggests that despite some achievements the state needs to 
reconsider many of its priorities and the manner in which it has implemented 
its policies if it is to achieve its larger goals. 


It must be remembered that before Circe provided Odysseus with valuable 
warnings, she was an enchantress. Odysseus escaped her attempt to turn him 
into swine because he was intelligent enough to fully comprehend the advantages 
and the dangers of engaging with her. It was this trait as well as self reflection, 
a willingness to solve existing problems and having his longer term goals firmly 
in mind which saw him win through. The same must be hoped for the state. 


a) 


KARNATAKA FINANCES: BRIEF COMMENTS 


Praveen Jha“ 


Please accept my sincerest apologies for the delay in giving my inputs on this 


paper, even though I read it almost six weeks ago. 


1. On the whole, | think it is very well written. As you say towards the end, ‘it 
presents more of a general picture’ and ‘throws open the field for a number 
of queries’. This is very true and the queries must be followed up 


subsequently. 


29. However, a little more discussion of a couple of critical issues may enhance 
an already very worthwhile work in some ways, and you may like to think 


about these: 


a. Inthe introduction, you allude to the very important debate on FRBM 
and, based on your analysis of the Karnataka experience, you may 
want to say a little more on this issue in your concluding remarks 
(although you do touch it tangentially). Has the PRBM legislation 
done what it was meant to do? If not—and your analysis suggests 
there are issues in Karnataka—then what is the alternative? 


b. In the section on ‘An overview of the situation on the Revenue front’, 
you suggest that the State could ‘focus on Non-tax sources to generate 
greater revenue by introducing suitable reforms’. You may want to 
expand on this potentially important suggestion. For example, should 
user rates be increased to meet costs? What would be the 
consequences of doing so? And so on. 


ce. In the section on ‘Expenditure Management’, you suggest that : 
‘Expenditure on economic services though needed to promote growth 
of the economy and industry, is also not desirable at the cost of 
providing social services’. My sense is that it may be better to look 
this issue in a more nuanced manner (instead of treating the two as 
competing objectives in simplified discourses), and with greater 
substantiation. (This issue comes up again in your concluding remarks 
where expenditure on power and irrigation in particular get counter 
posed to social sectors). ; 


*® Centre for Economic Studies and Planning, Jawaharlal Nehru University and Centre for 
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You may want to draw some sharper lessons, based on your discussion 
of Karnataka, on power sector reforms. 


Finally, you may want to elaborate a little (may be a couple of pages) 
on operational issues relating to ‘analyzing the outcomes and efficiency 
of expenditure on priority areas’. 


Let me repeat again that I really enjoyed reading this important and very 
.timely report é 


NOTES ON KARNATAKA: FISCAL CORRECTION FOR 
HUMAN DEVELOPMENT 


K.S. Krishnaswamy“”’ 


Since the ostensible purpose of the paper is to examine whether the FRBM act 
has ready helped the “states” social priorities “it may be said that there is a 
built in” bias in the approach. One might be temped to ask: what about the 
economic priorities (of irrigation, power and roads etc)? “Social” investments 
obviously take much longer than “economic” investments for “outcomes” or 
“benefits” to accure to the people. Is this bias intended? If so, it may be better 
to point out why the urgency to address question of outlays on health and 


education. 


One reason adduced for the state’s worsening revenue budget is the recourse 
to “populist policies”, besides the fifth pay commission effects on states. | 
honestly do not like this expression. Elected Govts have necessarily a medium 
term horizon, in which securing voters support is a necessary process. In one 
sense, all policies are ‘populist’, is the sense that they are intended to help 
people, instead of some vague institution called the ‘market’. One of the 
objectives of Karnataka’s Medium Term Fiscal Policy for 2000-01 to 2004-05 is 
“poverty reduction;” this surely is not “populist” in the sense, say of income 
subsidies to those below the poverty line (BPL.) 


Many recommendations of the Veerappa Moily Committee relate to reduction 
of expenditure by ministries and public enterprises. The issue here is not of 
reducing “aggregate outlay” since the whole budget exercises intended to reduce 
the revenue deficit (or enable the govt to ‘save’). This can be achieved by raising 
revenues more than the additions to revenue expenditure; indeed, more spending 
on health and education is a “must” as on irrigation, power and roads. What 
needs to be brought out is the importance of ensuring “effective” use of budget 
provisions —-which is vital for sustainable development—especially in regard to 
plan expenditures. On the question of “subsidies”, I have no difference with the 
V. Moily Committee recommendations regarding the pricing of electric power. 
But given the state’s conditions it will be difficult to avoid food and health 
subsidies; the main question here is basically one of avoiding “leakages” at all 
levels, exp all the district and local levels. 


*’ Former Deputy Governor, Reserve Bank of India. 
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On Centrally Sponsored Schemes, apart from state priories, they also hinder 


local Govts priorities from operating. Two points need to be clarified (i) under 
General Services part of the increa 


oan se was a consequence of the fifth pay 
Commission award at the centre. The states had to adjust. How much of the 


increase was because of this? If this is left out, has the budget provision for 
General Services come down or gone up? (ii) As for as I know, under social 
services, many schools and PHC’s in rural] areas are short of staff even now. Is 
this deliberate or is there a real problem there? Finally as salaries (with DA etc) 


have gone up from year to year, has any capital expenditure been really 
undertaken in these services? 


In Table 8, is it possible to show capital outlay separately? If 98% of exp on 
general education is revenue expenditure, capital outlay seems pitifully small. 
Who is to build the school & provide equipment—the state or local govt? 


The picture re Medical and Public Health is not much different from that of 
Education. Is this despite the loan from the World Bank for social services 
expenditure? Or has the WB cancelled its involvement in Karnataka? Some 
mention of this may necessary. 


[am not sure inter-state comparisons re: return per rupee spent is meaningful. 
True enough a benchmark in this regard is needed - as indeed in all judgments 
relating to outlay regardless of whether it is in irrigations or education. However 
irrigation projects vary from state to state because of topography, hydrology 
etc. What kind of benchmark to use is more relevant than interstate 
comparisons. 


The big increase {Table 13] between 2003-04 and 2004-05 is, I think, due to 
the Krishna project (or related interest changes). What explains the big increase 
(nominal or real) under “minor” irrigation in the same period? Some clarification 


of this may be necessary. 


Re power, a number of questions remain unanswered. (i) Theft and agricultural 
subsidy are mentioned, there is no mention of transmission and distribution 
(T & D) losses. Of course, theft is part of this, but not all of it. T D losses are 
due to a variety of causes most of which indicate operational inefficiency. (ii) 
What exactly is your position on subsidized power to agriculture? Most of the 
power cuts are in rural areas, not in Bangalore; diesel pumps are not a good 
alternative to electric pumps; some cross subsidization is inevitable in India 
and the question is: are industrial and commercial users taxed or priced 


adequately? Same goes for the domestic consumer, especially in urban areas 
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(iii) Regarding private power producers is buying power from them at highest 
rates (higher than their costs?) justified? These may not all add up to much 
but can public utilities totally avoid cross subsidisation? (iv) Finally, power 
consumption has peaks and troughs. In my opinion peak consumers are not 


contributing enough to power cost. 


The point has been made that budgetary devolutions to ZP’s and GP’s are not 
adequate. Govt has adduced a variety of reasons for this. What is CBPS position 
on this? If more devolutions are recommended. What other measures are 
required to promote equity and efficiency? I know this report can not be much — 
altered. But the final section could at least list the research (or field) studies 


required. 


This is a good report and serves well the objective of giving the overall position 
and raises important questions about both the FRBM Act and MTFP. It would 
perhaps help if more detailed analysis of particular aspects is flagged. 
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FISCAL CORRECTION IN KARNATAKA 


Amitabh Mukhopadhyay“ 


iB 


In the section on buoyancy of revenues, it needs to be appreciated that 
the higher oil prices contributed in large measure to higher Sales Tax 
being paid by public sector oil companies who do not generally evade this 
tax. This, added to the impact of higher GSDP growth during the period 


would clearly deflate the claims of revenue department of better 
performance. 


The section on public debt shows that changes in internal debt 
corresponded to fluctuations in market interest rates. This is where the 
question of efficiency in use of capital is critical, a question the paper 
states at the outset that it is not included within its scope, but which 
needs to be at least touched upon while commenting on public debt. It is 
imperative for the State Government to pick up just one major health 
sector scheme and concentrate on making it a success so that it can claim 
real achievement and capability to administer funds and thereby attract 
soft loans for multilateral donors. Karnataka could do something like the 
attention Tamil Nadu attracted in 1980-2000 by focusing 
on nutrition. Such a strategic approach could include major investments, 
on a scale like for IT industry, to set up Colleges of Nursing because the 
demand for qualified nurses is very high both within the country and 
outside. 


Regarding the power sector, it has been my longstanding experience that it 
is not so much the metering of final consumers or farmers that is at the 
root of the problem of theft of electricity but the metering of circles (at SE 
) levels which creates difficulties in the accountability chain. I am not 
sure what the current situation in Karnataka is at the moment, but unless 
the meters at circle levels work and we know how many physical units of 
electricity the SE has to account for in terms of units for which revenue 
was collected and units for which revenue has not been collected, there is 
very little management possible. First do this and then go 
downstream. Accounts of Boards have been certified wrongly for long years 
by CAG (till 1996 at any rate) by his AGs accepting the figures deduced by 
working backwards from revenue realised to arrive at physical units of 


48 Joint Secretary, Lok Sabha Secretariat, Parliament House, New Delhi. 
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T&D losses. This lumping of T with D is a major managerial issue the 
State Government would do well to focus on, in case what I 
apprehend for Karnataka on the basis of experiences in Rajasthan, Orissa, 
Gujarat and Bihar. Strictness in metering up to the point of distribution 


to consumers is of the essence as a point of departure. 


4. Improvement in non-tax revenues in general depends on quality of services. 
Another important factor is the system of pre-payment versus post- 
payment. Railways can realise huge revenues because they work on 
prepayment whereas electricity or water is charged after services are availed 
of. Can any technologies be harnessed to move to pre-payment for electricity 


and water? 


Hope my comments help towards a fruitful discussion. 
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FISCAL RESPONSIBILITY OR MORAL BANKRUPTCY! 


THE IMPACT OF THE FISCAL RESPON SIBILITY AND 
BUDGETARY MANAGEMENT LAW IN KARNATAKA 


Vivek Ramkumar’? 


Few people would argue that government (or any entity, for that matter) should 
consistently spend money beyond its means. Unfortunately, politicians who 
are responsible for government budgets are not always able to curtail their 
popular instincts and often authorize expenditures in excess of available 
revenues. As a result, future generations are left with the burden of dealing 
with the resultant fiscal difficulties imposed on them by a growing debt burden. 


In order to reign in the extravagant spending habits of governments, many 
countries around the world have now passed laws that restrict the levels of 
deficits that can be authorized in their national budgets. In this context, the 
Fiscal Responsibility and Budgetary Management (FRBM) Act passed by the 
Indian state of Karnataka in 2002 is understandable as belonging to a trend 
that is increasingly fashionable in public finance. While fiscal prudence is 
laudable, in many countries studies have shown that the poor often take the 
brunt of associated cuts in services, rather than politically stronger 
constituencies such as government personnel. 


Against this background, the analysis conducted by the Centre on Budget and 
Policy Studies (CBPS) on the impact of the FRBM on state finances in Karnataka 
over the past eight years sheds an unexpected light on the potentially adverse 
effects that the law may have had on social sector expenditures in that state. 
The report titled, “Karnataka: Fiscal Correction for Human Development? A 
Study of State Budget, 2000-2008,” analyzes revenues raised and expenditures 
incurred by the state on education, health, irrigation, and power services. 


The report acknowledges the positive achievements of the Karnataka government 
in improving tax administration, reducing excess jobs in government through 
a voluntary retirement scheme, and introducing reforms to curb the massive 
losses being incurred in the power sector, etc. These measures have led to the 
achievement in part of what the measures were enacted to achieve — and the 
fiscal deficit in Karnataka has been reduced to below three percent of the Gross 
State Domestic Product (a target set by the FRBM law) even before the deadline 
required this deficit reduction to be achieved. | 


49 Program Officer, International Budget Project, Washington DC. 
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In spite of these positive achievements, however, the CBPS report finds that 
the impact of the FRBM law on the social sector has not been positive. State 
spending on general education services has fallen as a share of the total state 
budget from 17 percent in 2000-01 to approximately 13 percent in 2002-03. 
In fact, when adjusted for inflation, the general education services budget has 
been seen to have declined during the first three years after the introduction of 
the FRBM law. Further, actual expenditures on general education services 
remained below budget allocations for the first five years after the FRBM law 


was enacted. 


The medical and public health service budget fared even worse than the 
education budget during this period. After adjusting for inflation, during the 
first six years after the introduction of the FRBM law, the medical and health 
services budget was below the pre-FRBM law levels. And, actual expenditures 
remained consistently below their budgeted amounts throughout the eight years 
since the introduction of the FRBM law. At least a part of this under spending 
can be attributed to vacancies in the health department, particularly in rural 
health staff. Further, most expenditures in the health budget are still being 
used to pay salaries to health workers and only limited money is being used on 
capital expenditures such as health infrastructure. This violates the spirit of 
the FRBM law, which was introduced under the logic that by curtailing operating 
deficits (by reducing operating expenditures) monies would be freed up for 
capital investments. 


The CBPS report raises serious questions about what the impact of the FRBM 
law has been on Karnataka’s education and health budgets. It suggests that 
the government may be - whether intentionally or unintentionally — withdrawing 
from its‘commitment to provide quality education and health care services to 
residents of the state. During a period of booming revenues in the state, the 
government has been unable (or unwilling) to spend this money on public 
services. As a result, in 2005-06, the Comptroller and Auditor General’s report 
for the state identified an amount in excess of Rupees 6000 crores as unspent 


expenditures. This amount is more than the combined education and health 
budgets of the state for that year! 


The CBPS report is yet another example of a high quality analysis conducted 
by a research institution that has developed a formidable reputation for. its 
applied research work since its inception a decade ago. By consistently 
producing high quality, timely, and accessible information on budgetary 
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priorities in the state of Karnataka, CBPS highlights inequities and inefficiencies 
in the state. We believe that their report is of fundamental importance to the 


discourse between civil society and government on the role of government and 
hope that it receives the wide publicity it deserves! 
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KARNATAKA FINANCES: 2000 TO 2008: A COMMENT 


S.L. Rao 


Kriti Toshniwal and Vinod Vyasulu [hereafter TV] have thoroughly analyzed 
the finances of Karnataka from 1990 to 2007-08. It largely summarizes the 
various tax and expenditure related reforms as presented in the annual issues 
of the Medium term fiscal plan. These are largely policy pronouncements 
(especially in the expenditure area), TV have tried to examine the tax reforms 
and their effects in changing the revenue composition. They show how Karnataka 
has augmented revenues by reforms in excise especially on alcohol and property 
tax collections as well as getting state owned enterprises to become self-sufficient 
and not a burden on state revenues. Their focus is on the flow of funds and not 
so much on the outcomes from their spending. He characterizes populist policies 
as wasteful government expenditures. However they do not identify nor analyze 
them in detail nor suggest how they can be tackled. They point to the rising 
subsidy burden in relation to state gross domestic product, which was 1.2% in 
1995-96, came down to 1.0% in 1998-99 and was 1.4% in 1999-00. Buoyant 
revenues due to reforms and to economic growth have prevented this from 
being a burden. However there is no doubt that subsidies do reduce the sums 


available for expenditures on social programmes. 


Tax reform in Karnataka was mainly a result of the report by the Committee 
chaired by former Chief Minister Veerappa Moily, their effective implementation, 
and other initiatives. Thus the revenue productivity of taxes was much improved. 
In other words, the taxes generated better revenues due to better reach, 
collections and compliance. Changes in the tax base, along with efficient 
administration and enforcement led to the good results. The simplification of 
Sales tax and the subsequent introduction of VAT helped in improving revenues. 
Non tax revenues have been erratic, rising only between 2002-03 to 2006-07, 
falling sharply and rising somewhat in the revised estimate for 2007-08 and 
budget estimate for 2008-09. Reducing the budgetary support to stated owned 
enterprises, and a voluntary retirement scheme that reduced employee costs, 
helped state owned enterprises improve their performance, notable being the 
spectacular performance of the Karnataka Road Transport Corporation. There 


was also an attempt to curb unproductive expenditures. 


°° Chairman, Institute for Social and Economic Change, Bangalore. 
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T + —, : : ° : 
he reforms are discussed in detail Taxation on housing includes the phasing” - 
out of stamp papers, resulting in substantially : 


digs | better revenues. Computerization 
of registration made supervision and compli 


j ance much easier. The formation 
of a central valuation committee avoided local discretion that was a big source 


of leakage of taxes. The periodic revision of the market value of properties also 
led to the state getting a share of rising property values. 


Another important source of revenue namely motor vehicles taxes have seen 
little attempt at reform. This.is a pity since automotive traffic requires vast 
government expenditures on roads and their maintenance and is a source of 
inconvenience to citizens and consequent criticism of government. Nothing 
has been done to use incentives and disincentives on using crowded roads and 
thus also generate revenue for road construction and maintenance. Nor has 
any attempt been made to regulate traffic in densely populated areas by high 
entry chargers. There is perhaps also a case for substantially higher motor 
vehicle taxes to pay for the infrastructure required by them. Revenues could 
also be raised by charging for road side parking, apart from parking in public 
places. Differential taxation that penalizes large cars on the roads is another 
way to mange traffic through price policies. 


Karnataka took a bold initiative to reduce revenue leakage from excise on alcohol 
that had continued for years. It nationalized all wholesale purchases of all 
manufactured output in the state. Only the state now sells to retailers, plugging 
a large whole in revenue collections caused by the so-called ‘seconds’. This 
substantially increased revenues. Other measures on arrack, etc, reduced their 
illegal manufacture and sale. 


There is a mention of commercial taxes on agricultural income having declined, 
which needs elaboration. There is no mention of new taxes that can be imposed 
within the limited scope available to the state. For example, professional taxes 
are a source of revenue in states like Maharashtra and could develop as a good 
source of revenue over time in Karnataka. VAT has been a success, easing 
difficulties for the tax payer as well as improving revenues for the state. 


The central government has begun to show budgets for outcomes as well as for 
outlays. There is much to criticize in government depiction of outcomes and 
their monitoring, but it is a beginning. Karnataka must also do similar outcome 
budgeting and put responsibilities for outcomes on all departments that are 
concerned and not just the spending department against whom the expenditure 
is budgeted. Outcomes must look not merely, say, at schools constructed, but 
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the provision of drinking and toilet water, blackboards, computers, appointment 


of teachers, drop out rates, quality of examination results, etc. 


Any consideration of state finances must involve a close look at expenditures, 
their happening, their efficiency, wastage, etc. This paper does not attempt to 
do so. Expenditures are related to the social and economic polices of the state, 
desired outcomes from expenditures, institutional structures of responsibilities, 
accountability, performance measurement, pushing budgets down to each 
implementing individual and department, and the role of local authorities in 
spending and ensuring achievement of outcomes. Thus the pinpointing of 
individual responsibility for outlays and outcomes would help in improving 
performance. Measuring performance through these indicators is another means 
to achieve budget objectives. Delegation of spending powers to local authorities 
and developing budgets from bottom-up instead of top-down will help increase 
accountability and participation. These issues need discussion in depth in 
any study of state finances. 


Another area for detailed study in state finances is the question of user charges. 
For example in power, free or below-cost pricing to farmers needs examination. 
What is the purpose of this? If it is to help the small farmer, it should be 
specified as available only for one pump set per farmer household. It must also 
be related to the ground water availability and the crops grown with ground 
water. Ground water withdrawals should be metered and even charged for. 
Unfortunately it is the better-off farmers who have the pump sets and their 
political clout has prevented even monitoring their use of ground water, let 
alone regulation and charging tariffs for ground water used. The below cost 
user charges to farmers and some sections of society have unintended 
consequences due to changes in cropping patterns. They do not reach the poor 
farmers they are meant to help. The distribution companies use it to hide their 
inability to reduce thefts. They show some theft as actually supplied below cost 
to farmers. Theft is not therefore fully known. 


There is also the vexed question of charges for irrigation waters. This, like the 
problem with ground water usage and its pricing, is a matter that has not been 
dealt with over the country as a whole. Sufficient workable ideas exist. T hey 
flounder on the rock of political expediency. Maharashtra however is the first 
state to pass comprehensive legislation to regulate water in the state and it is 
a model that Karnataka could usefully replicate. What is essential is the political 
will to implement such legislation. Since water is a state subject, there is nothing 
to stop state governments from metering and charging for ground water. 
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The experience with power in Karnataka suggests that there is neither political 
understanding nor the will. Thus electricity distribution results in a major 
financial burden on the state because of inefficiencies, theft, poor maintenance, 
non-existent commercial or enterprise culture, and administrative control 
instead of decentralized authority. Government ownership is at the root of the 
problem. Government ownership foments indiscipline, political interference that 
are against efficiencies, tariffs and electricity thefts, and ends up with the 
distribution entity making big losses. The answer is to distance government 
from management. Since this is unlikely in the present administrative setup, 
the owner has to change. A few years ago there was an attempt to develop a 
model for privatizing power in the state but it was not accepted and the situation 
has remained unchanged. No discussion of state finances can take place without 
looking at the details of such major problems that waste resources. A set of 
coordinated solutions to them has to be developed. 


There is also the big question of expenditure efficiencies. Karnataka without 
Bangalore is very low on the human development index. This is not due to 
inadequate funds. Indeed, Karnataka is surplus in funds, and would have 
even more if it could curb waste and inefficiencies. The low HDI status of 
Karnataka is a result of an administrative system that is not accountable for 
results and is not structured for delivering best results. A major weakness is 
the Bangalore-centric planning, budgeting and execution. Despite Karnataka 
having been the earliest state after independence to develop a model for authority 
being delegated to the local levels, in practice, financial authority has not reached 
the lowest levels. The state legislators do not want such authority to move 
down. In its absence they might not be able to take credit (and perhaps also to 
leach off some of the expenditures for their own uses). The result of over 
centralization is that programmes for health, education, nutrition, employment, 
etc, never reach their targets of delivery and quality, leading to a low level of 


human development. 


We must move away from discussing government finances in isolation from 
what they are used for and how well. We must always relate them to what they 
are meant to Achieve and whether the structures, systems and capability exist 


to get the desired results. 
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COMMENTS ON 
KARNATAKA: FISCAL CORRECTION FOR HUMAN 
DEVELOPMENT? -A STUDY OF STATE BUDGETS, 
2000-2008 


Sukhpal Singh*? 


Karnataka has the reputation of being an innovative state in terms of governance 
structures especially at the local level. Though many of those innovations have 
been relegated to the background now, it is still an important state in terms of 
fiscal performance. It is interesting to see the state mobilising more than 80% 
of its tax revenue from its own sources (p. 13). The paper by Toshniwal and 
Vyasulu is perhaps the first to focus on the state budget in such a great detail, 
that too, from a human development angle. It clearly brings out the declining 
resource mobilisation efforts of the state in terms of tax-GDP and non-tax GDP 
ratios (p. 7) during the 1990s which led to fiscal correction later on. It is 
interesting to see the turnaround in resources post-2000 period. But, question 
which remains is whether this increased resource mobilisation effort helped 
the human development in terms of higher spending on social sectors like 
education, health, and reduction of poverty. 


Interestingly, receipts from social services grew only by about 4% during the 
2000s and its average share in the total was 7%. Thus, social services were not 
contributing much as rates of levy and collection was low. But, on the other 
hand, the expenditure on general education shows that the real growth rate 
was negative or negligible in most of the years except in 2003-04 and 2004-05. 
Similarly, in medical and public health, it was negative growth in real 
expenditure in two out of the five years of the 2000s. This clearly shows that 
State finds it difficult to spend on sectors which do not contribute to its resources 
as it becomes difficult to lay claims on resources generated by other sectors 
and other areas. This is brought out by Toshniwal and Vyasulu when they 
observe: “better performing districts were still allocated greater amounts, as 
compared to the poor performers with lower allocations to improve their status. 
Thus, Udupi, with its higher literacy rate was awarded higher allocations than 
Chitradurga which had a lower literacy rate, and also lower allocations to tackle 
the problem with” (p. 36). 


°' Centre for Management in Agriculture, Indian Institute of Management, Ahmedabad. 
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Analysis of expenditure on irrigation brings out the sad reality of poor 
maintenance of these projects. Surprisingly, there is no mention of small 
irrigation systems like water harvesting structures at the local level or 
watersheds which can prove crucial for rural poverty and vulnerability reduction. 
But, the authors bring this out in the conclusion when they state: “This 
(expenditure) is mainly constituted by spending in the sectors of power and 
irrigation. Expenditure on irrigation has been concentrated mainly towards 
capital outlays for the completion of various major/medium projects” (p. 50). 


But, the crux of the matter is that the allocation of resources is driven by 
political considerations and there is political economy of development which 
needs to be understood despite various proclamations to the opposite in terms 
of focus on social sectors. Toshniwal and Vyasulu recognise this when they 
state: “Yet, the political choices of the state have favoured sectors other than 
those mentioned in the policy statements” (p.52) and question this: “Is this 
desirable at the cost of the State’s social commitments?” (p.52). 


Agricultural subsidies which take a large part of the budget do not promote 
equity and efficiency. For example, small farmers oobtain only very little of all 
subsidies ‘given in their name’. It is more a case of ‘bigger getting best’ and 
‘better placed getting best’ in electricity subsidy for irrigation. | 


There is no doubt that the paper makes a big effort to lay bare the various 
aspects of expenditure management at the state level and suggest tentatively 
that the state government should have an Expenditure Management legislations 
on the lines of FRMA. But, the analysis would have been better placed if the 
authors had also looked at the status of human development during the period 
of analysis with whatever data could have been available. 


Another interesting aspect which the authors could have examined with 
whatever limited data was the rural - urban allocation in the budget. It is 
important to see the urban bias in budget and major sectors of allocation to 
throw light on the social and human development issues for better policy 


advocacy and planning. 
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PART 3 


This is an opportunity for the editor to, not respond to, but reflect briefly upon, 


the comments received, and perhaps clarify a few issues. 


BY WAY OF CONCLUSION 
Vinod Vyasulu 


I am deeply indebted to all the commentators for the trouble they have taken in 
going through the Toshniwal-Vyasulu paper on Karnataka finances and for 
their carefully considered responses. Taken together they constitute rich fare 
for any economic policy maker interested in Karnataka’s development. It now 
remains to make use of this wisdom in policy making and implementation. 


In the main, there has been appreciation of the fact that the state has succeeded 
in its goal of fiscal correction. It is true that the state did not wait for a major 
crisis to erupt before acting on this front. By the mid 1990s, there was much 
discussion on the way forward*’. At this time the World Bank had also changed 
its India strategy from one of project lending to one of concentrating on ‘focus 
states’. Karnataka was one such focus state. Discussions took place over a 
period of years between the state government, the union government, and the 
World Bank. A number of major studies of different aspects, from reform of 
public enterprises, to administrative reforms, to power sector changes, and 
more aspects of the state economy, were taken up. A knowledge base thus 
existed for policy formulation. ) 


In 1995, Madhya Pradesh published the first state level Human Development 
Report, and followed it up with a second in 1998. Karnataka too took up the 
challenge of preparing its own state level HDR. Unlike MP, the state prepared it 
from within the government. As a result, there was a close examination of 
district level data, and the HDR, when published, brought to the fore the fact 
that indicators of literacy and health in large parts of the state were very low. 
One surprise lay in the revelation that even parts of Old Mysore, such as 
Chamarajanagar, were indeed very backward. The districts around Bangalore 
city should poor HD levels. Discussions that followed the publication of this 
report led to a consensus that the state must focus on improving human 
development in the immediate future. 


** T have benefited a great deal from discussions with Shri Bipul Bhattacharya, former Chief 
Secretary of Karnataka, on the processes followed in Karnataka. 
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The elections in 1999 threw up a new government. This government decided to 
build upon all this work, and thus its first policy document, the White Paper 
on state finances, suggested fiscal consolidation while protecting—even 
expanding—high priority development expenditures in human development— 
education, health etc. The TV paper discusses this and subsequent policy 
statements. T he World Bank was approached, and a broad based economic 
restructuring loan for economic reform was taken up®™. 


This paper is not a study of the loan and its impacts. That is a study that 
remains to be taken up. We have limited ourselves to an analysis of the budget 
data given the goals of policy as set out. And the state has succeeded in its goal 
of eliminating revenue and fiscal deficits. This is a matter for celebration, as 
the base for reform has now been established. 


The comments we have received have raised the question of the manner in 
which this was achieved—by the passing of the FRBM Act. There is some irony 
in a revenue surplus when the social sector is starved of funds. Was the FRBM 
route the right way of dealing with the budget imbalances? Were the specific 
provisions made in the FRBM Act the correct ones? Should the focus be on the 
revenue deficit, or the fiscal deficit? Is not a reduction of the fiscal deficit another 
way of saying the role of the state should be reduced? What is the difference 
between a national level fiscal responsibility law and a state level one? These 
remain open questions. We have made some observations, but this merits more 
detailed analysis. This has not been a study of the working of the FRBM in 
Karnataka. Our concern has been with expenditure priorities—or the deviations 
in them from stated policy. The budget is a convenient data source. 


There are many comments that raise issues specific to various sectors. It is in 
the nature of budget analysis that it touches upon many issues, but does not 
get into detail of sectors; its focus is different. Thus, what can one make of the 
budgetary trends in irrigation? Is large scale irrigation the right strategy for a 
dry state, dependent on traditional cereals? We really cannot answer this 
question. It requires a deep knowledge of agriculture and other disciplines and 
we can only highlight the issue and leave it to experts. 


This is valid for many other sectors as well; for example, what went wrong with 
the power sector reforms in Karnataka? This paper cannot answer this complex 
question. But one point that emerges from the comments relates to the role 


and responsibility of the state. 


reedom of Information Act was one of the conditionalities of 


53 ingly, the passing of a F 
repay ality be a . debate on Right to Information at the national level. 


this loan. And this was much before the 
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Does the state have any responsibility to provide for education and health 
services to citizens? The Directive Principles of State Policy in the Constitution 
give the state some responsibility. The Five Year Plans accept some 
responsibility—and these have the consent of many governments over the years. 
The Supreme Court in many decisions has ruled that there is a basic 
responsibility of the state in a poor country. Recently, education has been 
made a fundamental right. Thus I would argue that the issue is really how the 
state chooses to meet this responsibility rather than whether it has any 


responsibility. 


In a country with high levels of poverty and in a state with high levels of regional 
disparity, I argue that the state has an important role in ensuring that all 
citizens have'access to good quality education and health services. This is not 
a responsibility that can be wished away in Karnataka. In this sense, the 
reduction in health expenditure is a major cause of concern. 


How much should the state spend on health and education? It is difficult at 
present to answer this question as unit cost data are not available. Yet, Professor 
Rath in his Foreword suggests a very simple way of making a first order estimate. 
Making such an estimate could be part of our own agenda in the future. 


Yet, the TV analysis has shown that the absorptive capacity of the state 
administration is low. It is not just that allocations are low; the fact is that even 
these low allocations are often not spent. How then is the state to meet the 
responsibilities that I argue it cannot shirk? 


The answer lies in separating policy and monitoring from implementation. 
Karnataka has a history of local governments that were given the responsibility 
of implementation in the late 1980s, and this was then reversed. Table 15 
shows how low the funds that are devolved are. Little can be expected of local 
self governments if they so not have funds to work with. 


It is not a question of simply increasing the funds that are devolved. Local 
governments have to be strengthened. They need their own staff that they 
control. They need their own administrative systems. Local democracy must 
move beyond schemes that they are expected to implement. Budget sessions 
for political solutions to local issues must be encouraged at the local levels. At 
the same time the state’s line departments must refrain from local level 
implementation and focus on capacity building, on mobilising resources— 
financial, technical and human—and leave implementation to local governments. 
This paper may not be the place for a detailed discussion of what is involved in 
this transformation. But it is an issue that merits urgent attention. 
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One of the comments made above relates to the nature of analysis on increasing 
allocations for the social sector. Does it necessarily mean a reduction somewhere 
else, Say power? Is not a more nuanced response possible? Yes, if the return 
per rupee spent in any sector can be improved upon. If the return on power 
sector spending can be increased, by whatever measures are needed to reduce 
T and D losses, then an increase for the social sector need not mean a decrease 
elsewhere. But this means the absorptive capacity of the state machinery must 
improve. 


I submit that it will not be possible to reverse the trends noticed in the social 
sector by financial means alone. Genuine devolution is a necessary condition 
for the state to achieve its goals. Debate must now shift to that process. 


A new government is taking over soon, after the current elections are over. 
This government faces a challenge, but it also has a unique opportunity to 
make life better for the ordinary Karnatakan. 
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The Centre for Budget and Policy Studies (hereinafter referred as the Centre) is a 
non-partisan, non-profit, independent society established by a group of professionals 
based in Bangalore and registered under the Karnataka Registration of Societies Act 
in February 1998 (no 777 of 199701998). The President is Dr. S. Rajagopal and the - 
Secretary is Sri M.S. Ram Prasad. 


The objective of the Society is to contribute through research to understanding and 
implementing a process of long run, sustainable, equitable development in countries 
like India. Equity, as we understand it, extends across time - future generations must 
not be deprived of resources because of irresponsible use - and class and gender - all 
human beings have inalienable rights that society must ensure. 


An area in which the CBPS has made a contribution is in the context of the ongoing 
process of democratisation and decentralisation following upon the 73rd and 74th 
amendments to the Indian Constitution. In this context, budgets of different 
governmental bodies are important statements of policy priority. Budget analysis at 
local levels is an area where much needs to be done. An example is the work of the 
Centre in studying the budgets of two zilla panchayats [Dharwad and Bangalore 
(Rural)] in Karnataka. This report, formally released by the Governor of Karnataka, 
Her Excellency Smt. Rama Devi on July 4, 2000, is being used in, programmes to 
orient those who have newly been elected to local government bodies. The CBPS is 
currently working on a study of the finances of a few city municipal councils in 
Karnataka. 


One way of meeting our objective is by providing inputs into ongoing debates in 
society on matters of policy priority by collecting and analysing information and 
presenting scenarios on different options that face the public. Industry is one such 
area. The functioning of different sectors of industry, its impact on employment, 
livelihoods, productivity and the like, and the different options open to this country, in 
the midst of major global changes like the advent of the WTO, need careful study 
and debate. CBPS did a study and published a monograph. Another area of importance 
is an understanding of the nature of the local economy. The Centre has worked on 
this issue and a manual on the method to calculate District Income in India, sponsored 
by the Planning Commission, has been published by Macmillan India. 


CBPS will remain a small body of professionals who will work by interacting and 
networking with others who share such interests. Working groups for different studies 
with professional membership will be set up, and will work with minimal infrastructure. 
Full use will be made of modern technology in this process. The results of such work 
will be used in training, in dissemination of results and in follow Up programmes. 


